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Background

The Office of the Comptroller of the Currency (OCC) was es-
tablished in 1863 as a bureau of the Department of the Trea-
sury. The OCC is headed by the Comptroller, who is appointed
by the President, with the advice and consent of the Senate,
for a five-year term.

The OCC regulates national banks by its power to:

. Examine the banks;

. Approve or deny applications for new charters,
branches, capital, or other changes in corporate or
banking structure;

. Take supervisory actions against banks that do not con-
form to laws and regulations or that otherwise engage
in unsound banking practices, including removal of of-
ficers, negotiation of agreements to change existing
banking practices, and issuance of cease and desist
orders; and

. Issue rules and regulations concerning banking prac-
tices and governing bank lending and investment prac-
tices and corporate structure.

The OCC divides the United States into six geographical dis-
tricts, with each headed by a deputy comptroller.

The OCC is funded through assessments on the assets of na-
tional banks, and federal branches and agencies. Under the
International Banking Act of 1978, the OCC regulates federal
branches and agencies of foreign banks in the United States.

The Comptroller

The Comptroller John D. Hawke Jr. was sworn in as the 28th
Comptroller of the Currency on December 8, 1998. Prior to
his appointment Mr. Hawke served for 3% years as Under

......................................................................... John D. Hawke Jr.

............................................................................................ vacant
............................................................................ Julie L. Williams
......................................................................... Edward J. Hanley
........................................................................... Leann G. Britton
................................................................. Emory Wayne Rushton
.................................................................... James D. Kamihachi
........................................................................... Susan F. Krause
........................................................................................... vacant
......................................................................... Samuel P. Golden

Secretary of the Treasury for Domestic Finance. He oversaw
development of policy and legislation on financial institutions,
debt management, and capital markets; served as chairman
of the Advanced Counterfeit Deterrence Steering Committee;
and was a member of the board of the Securities Investor
Protection Corporation. Before joining Treasury, he was a se-
nior partner at the Washington, D.C. law firm of Arnold & Por-
ter, which he joined as an associate in 1962. In 1975 he left to
serve as general counsel to the Board of Governors of the
Federal Reserve System, returning in 1978. At Arnold & Por-
ter he headed the financial institutions practice. From 1987
to 1995 he was chairman of the firm.

Mr. Hawke has written extensively on the regulation of finan-
cial institutions, including Commentaries on Banking Regula-
tion, published in 1985. From 1970 to 1987 he taught courses
on federal regulation of banking at Georgetown University Law
Center. He has also taught courses on bank acquisitions and
serves as chairman of the Board of Advisors of the Morin Cen-
ter for Banking Law Studies. In 1987 Mr. Hawke served on a
committee of inquiry appointed by the Chicago Mercantile
Exchange to study the role of futures markets in the October
1987 stock market crash. He was a founding member of the
Shadow Financial Regulatory Committee, and served on it
until joining Treasury.

Mr. Hawke was graduated from Yale University in 1954 with
a B.A. in English. From 1955 to 1957 he served on active
duty with the U.S. Air Force. After graduating in 1960 from
Columbia University School of Law, where he was editor-in-
chief of the Columbia Law Review, Mr. Hawke clerked for
Judge E. Barrett Prettyman on the U.S. Court of Appeals for
the District of Columbia Circuit. From 1961 to 1962 he was
counsel to the Select Subcommittee on Education, U.S.
House of Representatives.

The Quarterly Journal is the journal of record for the most significant actions and policies of the Office of the Comptroller of the Currency. It is
published four times a year. The Quarterly Journal includes policy statements, decisions on banking structure, selected speeches and congres-
sional testimony, material released in the interpretive letters series, statistical data, and other information of interest to the administration of
national banks. Send suggestions or questions to Rebecca Miller, Senior Writer-Editor, Communications Division, Comptroller of the Currency,
Washington, DC 20219. Subscriptions are available for $100 a year by writing to Publications—QJ, Comptroller of the Currency, P.O. Box 70004,
Chicago, IL 60673-0004. The Quarterly Journal is on the Web at http://www.occ.treas.gov/qj/qj.htm.
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Condition and Performance of Commercial Banks

Summary

The commercial banking industry reported record earn-
ings in the first quarter 1999 of $18 billion, following two
quarters of earnings declines. The $2 billion increase in
net income from a year ago was due primarily to growth
in non-interest income, particularly in large banks, with
trading revenue being the fastest-growing component.

By many traditional measures, the first quarter results
were positive for the banking industry. Return on equity
and return on assets were at or near recent highs, and
credit losses overall were low. Equity-to-asset ratios con-
tinued to improve.

At the same time, not all the news was positive. A sig-
nificant percentage of banks, especially smaller banks,
did not participate in the growth in profitability. Delin-
quencies for some loan categories moved upward, sup-
porting concerns about credit quality. Interest margins
continued to fall, reaching the lowest level since the fourth
quarter of 1990. Questions persisted about the industry’s
level of exposure to year-2000 problems.

The unfavorable news regarding first quarter results un-
derscored concerns about the sustainability of industry
earnings, concerns reflected in recent declines in the
stock markets’ valuations of certain banks. At the end
of May, the Philadelphia Stock Exchange/KBW Bank
Index closed below the closing level at the end of March,
despite the strong first quarter performance by larger
banks, whose performance the stock price index reflects.

Uneven Earnings Distribution

The strong earnings for the industry as a whole obscured
weakening profitability for a large portion of the indus-
try. The industry’s median ROA actually fell to 1.11 per-
cent compared to 1.14 in 1998 and 1.19 in 1997. As
shown in Figure 1, the percentage of banks reporting
earnings gains has been declining for the past four quar-
ters. Only 52 percent of banks reported earnings gains
in the first quarter, compared with 63 percent in the first
quarter 1998 and 61 percent in the first quarter 1997.

Figure 1—Banks reporting earnings gains
(commercial banks)
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* All data as of quarter-end.
Source: Integrated Banking Information System

The contrast in earnings performance was particularly
strong between smaller and larger banks. As shown in
Table 1, ROE and ROA decreased year-to-year for banks
with less than $10 billion in assets. Return on equity
decreased 98 basis points for banks with less than $100
million in assets, and 65 basis points for banks with
assets between $100 million and $1 billion. In contrast,
banks with greater than $10 billion in assets had a 105
basis point gain in ROE and 13 basis point gain in ROA.

Table 1—Changes in commercial bank return
on equity and return on assets, first quarter
1998 to first quarter 1999, by asset size

Basis point change
Bank asset size ROE ROA
Less than $100 million -98 -9
$100 million to $1 billion -65 -7
$1 billion to $10 billion -52 -1
Greater than $10 billion +105 +13

Other measures indicate that smaller banks did less
well in the first quarter than larger banks. One bank out
of every 11 banks with under $100 million in assets was
unprofitable, while only one bank out of the 73 banks
with greater than $10 billion in assets was unprofitable.
Over half of the banks with less than $100 million in
assets reported a decline in earnings in the first quarter,
while slightly more than one quarter of banks with greater
than $10 billion in assets had earnings declines.
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Emerging Credit Risk

First quarter results reflected strong loan quality for the
industry overall. Loan delinquencies overall, including
loans past due 30-89 days and noncurrent loans, re-
mained near historic lows.

Despite the good news, some areas of credit deteriora-
tion continued to emerge. Noncurrent loans in dollar
terms have increased in four of the past five quarters
after steady declines since the first quarter of 1991. This
increase reinforces the concerns that bank regulators
have expressed regarding weakening loan underwriting
standards.

Additionally, banks have increased their loan portfolios
in loan categories where greater credit risk is emerging.

o Commercial and industrial loans. As shown in Fig-
ure 2, commercial banks have been increasing their
portfolios of commercial and industrial (C&I) loans
at a 12-13 percent annual rate since 1996. Com-
mercial and industrial loans now exceed 28 per-
cent as a percentage of all loans in portfolio.

Figure 2—Growth rates of commercial and
industrial loan portfolios
(commercial banks)
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*1999 data as of March 31, 1999. All other data as of year-end.
Source: Integrated Banking Information System

As shown in Figure 3, the delinquency rate for C&l
loans has increased recently. The C&l loan delin-
quency rate rose during each of the three most recent
quarters, although still near the low end of the 1.7 to
7.1 percent range experienced since 1984. Commer-
cial and industrial loan delinquency exceeded 2 per-
cent of total C&I loans in the first quarter for the first
time in two years. The increase is due in part to the
impact of the global economic slowdown on the U.S.
manufacturing sector.
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Figure 3—Delinquency rate on commercial and
industrial loans
(commercial banks)
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- Construction and commercial real estate loans. As
shown in Figure 4, banks have been increasing
their portfolios of construction and commercial real
estate loans at accelerating rates. Construction loan
portfolios grew at annual rates above 20 percent in
recent quarters. Commercial real estate loan port-
folios have also been growing at a quickening pace.

Figure 4—Growth rates of construction and
commercial real estate loan portfolios
(commercial banks)
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Source: Integrated Banking Information System

The growth rates in commercial real estate and construc-
tion lending portfolios are of concern because of new
signs of rising vacancy rates. While still at a low level
and affecting only selected markets, the U.S. national
office vacancy rate rose in the first quarter for the first
time since 1992. In the Northeast, the office vacancy
rate in Boston rose to 11.9 percent, and in Hartford to 18
percent. In Texas, the office vacancy rate in Dallas rose
to 17.7 percent, and in Ft. Worth to 15.9 percent.

o Consumer loans. Banks have been reducing their
level of consumer loans in portfolio, and delin-
quency rates on consumer loans have fallen in re-
cent quarters from high levels. In contrast to this



generally improving trend, however, banks in the
Midwest and Southwest regions experienced an
increase in delinquent consumer real estate loans.
This experience reflects in part continuing finan-
cial difficulty associated with low commodity prices
and bad weather in agricultural regions.

As the economy continued to expand strongly, con-
sumer credit continued to expand at a very fast pace.
One study (Regional Outlook, Second Quarter 1999,
Federal Deposit Insurance Corporation) suggested that
new extensions of consumer credit have been charac-
terized by less creditworthy borrowers, some relaxation
of collateral requirements, and increasing levels of riskier
high loan-to-value home equity loans.

Vulnerabilities to Higher Interest
Rates

The ratio of net interest income to assets, or net inter-
est margin, reached 3.49 percent in the first quarter
1999, its lowest level since 1990 (see Figure 5). Net
interest margin continued to shrink for all bank asset-
size categories except banks with greater than $10
billion in assets.

Figure 5—Net interest income to assets
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*1999 data as of March 31, 1999. All other data as of year-end.
Source: Integrated Banking Information System

As net interest margin has fallen, larger banks have
sought to rebuild their net interest margins by lengthen-
ing the average maturity of their assets. As shown in
Figure 6, the percentage of bank assets with maturities
over 5 years has grown from about 14 percent in the
fourth quarter 1996 to nearly 20 percent in the first quar-
ter of 1999. For banks with $1-10 billion in assets, longer
maturity assets grew to over 21 percent of assets in the
first quarter of 1999.

At the same time, also as shown in Figure 6, banks
have increasingly relied on liabilities whose costs are
volatile. In a rising interest rate environment, the increas-

ing proportions of longer maturity assets and volatile
liabilities raise interest rate risk.

Figure 6—Long maturity assets and volatile
liabilities to total assets
(commercial banks)
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Increasingly Volatile Trading
Revenue

The industry’s first quarter increased profitability resulted
principally from a 19 percent increase in non-interest
income (on a year-over-year basis). Trading revenue rep-
resented the fastest growing component of the increase
in non-interest income, increasing by over 35 percent.
The first quarter sharp upswing in trading revenue con-
tributed an estimated 3 basis points to ROA.

As shown in Figure 7, however, trading revenue has be-
come increasingly volatile recently. Trading revenue grew
sharply in the first quarter to $3.5 billion, rebounding
from its depressed level in the third quarter of 1998 when
international markets were in turmoil.

Figure 7—Quarterly trading revenue
(commercial banks)
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Conclusion: Sustainability of
Industry Profitability

The first quarter record results for the banking industry
reflected a number of trends in sources of industry profits.

o Non-interest income grew nearly 20 percent, con-

tinuing a trend in which non-interest income has be-
come an increasingly large source of bank revenue.

o Loan provisioning continued at historically low levels.

o Net interest margins declined only slightly.

4 Quarterly Journal, Vol. 18, No. 2, June 1999

The ability of the industry to sustain and exceed the
record earnings of the first quarter of 1999 will de-
pend on its ability to sustain these trends, which may
become increasingly difficult. The changing maturity
composition of commercial bank balance sheets
means that net interest income may be difficult to
sustain even at the current low level, certainly if inter-
est rates rise. The changing compaosition of loan port-
folios and loan terms and conditions means that loan
provisions may be difficult to sustain at low levels in
the future, certainly if the economy weakens. Recent
volatility in trading revenue highlights its unstable
contribution to bank income.






Key indicators, FDIC-insured national banks
Annual 1995-1998, year-to-date through March 31, 1999, first quarter 1998, and first quarter 1999

(Dollar figures in millions)

Preliminary Preliminary

1995 1996 1997 1998 | 1999YTD 1997Q1 1998Q1
Number of institutions reporting 2,858 2,726 2,597 2,456 2,432 2,549 2,432
Total employees (FTES) 840,699 850,737 912,463 974,868 962,917 929,003 962,917
Selected income data ($)
Net INCOME .......cceiiiiiiiic e $28,583 $30,497 $35,782 $37,629 $10,535 $9,984 $10,535
Net interest income ........... 87,080 94,564 106,641 110,986 28,665 26,887 28,665
Provision for loan losses .. 6,335 9,598 13,065 15,230 4,080 3,182 4,080
Noninterest income ........... . 51,080 56,100 65,428 81,348 22,550 18,301 22,550
Noninterest eXpense........cccccevcvveeeinieenieene. 87,591 93,690 104,683 122,587 31,166 27,933 31,166
Net operating iNCOMe .........ccccoocvevieiinieesieenee. 28,540 30,095 34,993 35,569 10,315 9,047 10,315
Cash dividends declared .............ccccconiinins 20,516 25,279 28,587 25,411 5,180 7,666 5,180
Net charge-offs to loan and lease reserve ... 6,459 9,968 12,661 14,480 3,691 3,185 3,691
Selected condition data ($)
Total aSSets .....ccovvieiiiiiiei e 2,401,017 2,528,057 2,893,910 3,183,338 | 3,141,344 | 2,972,012 3,141,344
Total loans and leases..........cccccecvvciiiiccinnen. 1,522,677 1,641,464 1,840,510 2,015,629 2,016,799 1,880,747 2,016,799
Reserve for 10SSes .......cccvvciviiiiiiiciiie 31,142 31,992 34,865 36,809 37,266 35,303 37,266
SECUMTIES .o 390,549 380,615 452,118 516,084 527,414 479,681 527,414
Other real estate owned ...........cccccceeiininiiens 3,396 2,761 2,112 1,833 1,824 2,061 1,824
Noncurrent loans and leases . 17,595 17,223 17,878 19,508 20,244 18,276 20,244
Total deposits........cccceveennene 1,695,817 1,801,043 2,004,867 2,137,948| 2,101,359 | 2,032,088 2,101,359
Domestic deposits .. 1,406,312 1,525,565 1,685,316 1,785,859 | 1,747,066| 1,715,979 1,747,066
Equity capital .........cccoceeiiiiiiiiiic e 189,714 207,166 244,795 274,217 278,731 253,566 278,731
Off-balance-sheet derivatives ....................... 7,914,818 7,488,663 8,704,481 10,947,916 110,720,818 | 9,003,559 10,720,818
Performance ratios (annualized %)
Return on equity .........ccoceevieiiiiiiciic e 15.76 15.28 15.00 14.30 15.25 15.99 15.25
Return on assets ..o 1.24 1.25 1.29 1.24 1.33 1.36 1.33
Net interest income to assets..........cccoceevueenee. 3.78 3.88 3.83 3.67 3.63 3.66 3.63
LOSS provision to asSets .......ccccveeeerieeenieennns 0.27 0.39 0.47 0.50 0.52 0.43 0.52
Net operating income to assets ........ccccocueene 1.24 1.24 1.26 1.18 1.30 1.23 1.30
Noninterest income to assets..... 2.22 2.30 2.35 2.69 2.85 2.49 2.85
Noninterest expense to assets ........ 3.80 3.85 3.76 4.05 3.94 3.80 3.94
Loss provision to loans and leases.... . 0.44 0.61 0.73 0.79 0.81 0.68 0.81
Net charge-offs to loans and leases ............. 0.45 0.63 0.71 0.75 0.73 0.68 0.73
Loss provision to net charge-offs ................ 98.09 96.29 103.19 105.13 110.56 99.84 110.56
Performance ratios (%)
Percent of institutions unprofitable ................ 3.32 4.77 4.89 5.86 5.88 4.67 5.88
Percent of institutions with earnings gains ... 66.83 67.83 67.96 61.89 53.78 63.36 53.37
Nonint. income to net operating revenue ...... 36.97 37.24 38.02 42.30 44.03 40.50 44.03
Nonint. expense to net operating revenue ... 63.40 62.18 60.84 63.74 60.85 61.82 60.8
Condition ratios (%)
Nonperforming assets to assets .. 0.88 0.80 0.70 0.68 0.71 0.69 0.71
Noncurrent loans to loans ............. . 1.16 1.05 0.97 0.97 1.00 0.97 1.00
Loss reserve to noncurrent loans.................. 176.99 185.75 195.01 188.69 184.09 193.17 184.09
Loss reserve to 10ans .........cccoceeveeiieiieninenen, 2.05 1.95 1.89 1.83 1.85 1.88 1.85
Equity capital to asSets .......ccccoceeiieeiiieennen. 7.90 8.19 8.46 8.61 8.87 8.53 8.87
Leverage ratio ........cccoceeiieeenieeenieeniee e 7.31 7.40 7.42 7.43 7.52 7.39 7.52
Risk-based capital ratio ......... 12.09 11.97 11.86 11.80 12.04 11.99 12.04
Net loans and leases to assets.. 62.12 63.66 62.39 62.16 63.02 62.09 63.02
Securities to assets........cccvcevviiiiiiiene 16.27 15.06 15.62 16.21 16.79 16.14 16.79
Appreciation in securities (% of par).. 0.86 0.50 1.11 0.82 0.17 1.00 0.17
Residential mortgage assets to assets. . 20.13 19.81 20.10 20.41 20.06 20.43 20.06
Total deposits t0 aSSets ......ccccevceeriereneeennnen. 70.63 71.24 69.28 67.16 66.89 68.37 66.89
Core deposits t0 asSets .......ccoceveveeeriereieens 53.28 54.08 51.59 49.72 49.13 50.88 49.13
Volatile liabilities to assets .........ccceevereenienee. 30.29 29.83 31.42 31.77 32.18 31.86 32.18
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Loan performance, FDIC-insured national banks
Annual 1995-1998, year-to-date through March 31, 1999, first quarter 1998, and first quarter 1999

(Dollar figures in millions)

Preliminary Preliminary
1995 1996 1997 1998 | 1999YTD 1998Q1 1999Q1
Percent of loans past due 30-89 days
Total loans and leases........ccccccevcvveeeeeecinennn. 1.26 1.39 1.32 1.27 1.19 1.26 1.19
Loans secured by real estate (RE).......... 1.38 1.45 1.39 1.33 1.17 1.30 1.17
1-4 family residential mortgages ............. 1.44 1.63 1.65 1.50 1.20 1.45 1.20
Home equity 10aNnS .......cccoeeiiiiiiiiiieee. 1.19 1.04 0.93 0.97 0.75 0.83 0.75
Multifamily residential mortgages............. 1.15 1.28 1.33 0.94 1.83 0.97 1.83
Commercial RE 10ans ........cccoceeeviiieeeninnns 1.26 1.25 0.95 1.02 0.98 1.08 0.98
Construction RE 10aNS .......cccccveeevcivieeeninnns 1.42 1.63 1.63 1.82 1.63 1.56 1.63
Commercial and industrial loans*................ 0.77 0.89 0.76 0.81 0.85 0.82 0.85
Loans to individuals............cccceeevviveeeeiineenn. 2.16 2.46 2.52 2.44 2.28 2.28 2.28
Credit cards ......ccooeveeeeviiieee e 2.35 2.70 2.75 2.52 2.35 2.57 2.35
Installment [0ans ........ccocvvvveeeeeieeeiieeeeeeeen, 2.04 2.26 2.34 2.37 2.22 2.05 2.22
All other loans and leases......ccccccceeeveeeeennnn. 0.40 0.41 0.46 0.46 0.57 0.62 0.57
Percent of loans noncurrent
Total loans and 1eases.......cccccceeevvveeeciiiieneeenns 1.16 1.05 0.97 0.97 1.00 0.97 1.00
Loans secured by real estate (RE) ............ 1.46 1.27 1.07 0.98 0.93 1.04 0.93
1-4 family residential mortgages ............. 0.90 1.10 1.01 0.95 0.83 0.98 0.83
Home equity 10aNS .......ccccoeevieiiiiiieeee. 0.52 0.47 0.43 0.41 0.36 0.43 0.36
Multifamily residential mortgages............. 2.21 1.47 1.01 0.88 1.21 0.93 1.21
Commercial RE 10ans ........cccoceeeviiieeeeinnns 2.18 1.71 1.27 1.01 0.96 1.20 0.96
Construction RE 10aNS .......cccccveeevciiieeeninnns 3.17 1.31 1.00 0.80 0.92 1.06 0.92
Commercial and industrial loans*................ 1.06 0.87 0.78 0.86 1.00 0.88 1.00
Loans to individuals........cccceeeeeveeeeeeiiiiiiiinnns 1.18 1.34 1.49 1.58 1.59 1.43 1.59
Credit cards ......ccooeveeeeviiieee e 1.34 1.70 2.03 2.06 2.08 1.96 2.08
Installment 10ans ........ccccvvvvveeeeeeeeeieeeeeenn, 1.06 1.04 1.04 1.18 1.23 1.03 1.23
All other loans and leases......ccccccceeeveeeeennnn. 0.32 0.25 0.27 0.31 0.47 0.29 0.47
Percent of loans charged-off, net
Total loans and 1eases.......cccccceeevvveeecviiieneeenns 0.45 0.63 0.71 0.75 0.73 0.68 0.73
Loans secured by real estate (RE)............. 0.13 0.09 0.06 0.05 0.07 0.05 0.07
1-4 family residential mortgages ............. 0.10 0.08 0.08 0.07 0.08 0.07 0.08
Home equity 10aNnS .......ccccoeevieiiiiiieeee, 0.23 0.24 0.18 0.16 0.20 0.21 0.20
Multifamily residential mortgages............. 0.20 0.09 0.01 0.07 -0.01 -0.02 -0.01
Commercial RE 10ans ........cccoceeeviiieeeeinnns 0.18 0.02 -0.01 -0.02 0.02 -0.02 0.02
Construction RE 10aNS .......cccccveeevciiieeeiinnns -0.01 0.16 -0.10 -0.01 0.03 0.00 0.03
Commercial and industrial loans*................ 0.10 0.22 0.27 0.38 0.45 0.23 0.45
Loans to individuals............cccceeeveiiiieeciinennn. 1.80 2.45 2.86 2.92 2.89 2.95 2.89
Credit cards ......ccoovveeeeviiiee e 3.40 4.25 4.95 5.02 491 5.08 491
Installment 10aNSs .......cccceeevviieiiicciiiee e 0.76 1.04 1.20 1.22 1.29 1.27 1.29
All other loans and leases..........cccccveeeeennnnns -0.28 0.34 0.30 1.58 0.26 0.16 0.26
Loans outstanding ($)
Total loans and 1eases.......cccccceeevvveeeeviiieneeenns $1,522,677 $1,641,464 $1,840,510 $2,015,629 |%$2,016,799 | $1,880,747 $2,016,799
Loans secured by real estate (RE) ............ 610,405 646,570 725,305 764,871 756,914 743,551 756,914
1-4 family residential mortgages ............. 317,521 329,031 363,329 381,525 368,623 374,483 368,623
Home equity 10aNS .......ccccoeeiiieiiiiinieee, 48,836 55,022 67,669 66,091 65,167 67,030 65,167
Multifamily residential mortgages............. 18,161 20,480 23,346 23,201 24,476 23,988 24,476
Commercial RE 10ans ........cccoceeeviiieeeiinnns 157,638 170,350 190,067 200,469 202,151 193,840 202,151
Construction RE 10aNS .......cccccveeevcivieeeiinnns 34,736 38,848 47,410 56,260 59,300 49,460 59,300
Farmland 10ans ..........ccccceeeviiiireeeiiiiee e 8,734 9,046 10,178 10,930 10,990 10,367 10,990
RE loans from foreign offices .................... 24,779 23,794 23,306 26,396 26,208 24,384 26,208
Commercial and industrial loans ................. 405,630 425,148 508,589 583,930 601,782 528,007 601,782
Loans to individuals............ccccceevevvieeeeiinennn. 320,009 356,067 371,498 386,472 364,844 358,608 364,844
Credit cards ......ccocveeeeviiiiee e 131,228 161,104 168,257 176,458 157,436 154,281 157,436
Installment 10aNs .......cccceeevviiiiiiiciciiieee s 188,781 194,963 203,241 210,014 207,408 204,327 207,408
All other loans and leases. 189,490 216,194 237,329 282,395 295,180 252,716 295,180
Less: Unearned income...........ccocevveeeeineenn. 2,857 2,515 2,212 2,039 1,922 2,134 1,922

*Includes “All other loans” for institutions under $1 billion in asset size.
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Key indicators, FDIC-insured national banks by asset size
First quarter 1998 and first quarter 1999

(Dollar figures in millions)

Less than $100M $100M to $1B $1B to $10B Greater than $10B

1998Q1 1999Q1 | 1998Q1 1999Q1 | 1998Q1 1999Q1 1998Q1 1999Q1
Number of institutions reporting 1,349 1,253 1,016 992 143 143 41 44
Total employees (FTEs) 34,505 31,936 | 113,603 106,930 | 154,443 144,280 626,452 679,771
Selected income data ($)
Net INCOME .......cccovieiiiiiiiiec e, $201 $206 $923 $802 $2,343 $2,318 $6,517 $7,209
Net interest income ........... 712 627 2,732 2,583 5,165 4,910 18,278 20,544
Provision for loan losses .. 36 29 186 211 998 1,017 1,962 2,823
Noninterest income ........... 369 388 1,357 1,264 3,364 5,063 13,211 15,835
Noninterest eXpense .........ccccevceeereeenenen. 768 714 2,542 2,478 4,732 5,344 19,891 22,630
Net operating iNnCOmMe............ccoceeeeeeennnen. 199 205 913 794 1,782 2,287 6,153 7,030
Cash dividends declared........................ 198 142 477 539 921 1,134 6,071 3,366
Net charge-offs to loan and lease reserve ... 19 16 132 142 1,151 909 1,883 2,623
Selected condition data ($)
Total asSets ......cccoveviiviiiieiieee e 67,559 62,507 | 268,585 257,053 | 475,622 443,664 | 2,160,247 2,378,121
Total loans and leases..........ccccecveeennnne 38,641 35,259 | 161,854 155,096 | 312,559 287,095 | 1,367,693 1,539,349
Reserve for 10SSes .......ccovvcviiiiiiicicine 535 484 2,362 2,289 7,888 7,048 24,519 27,445
SECUMEIES .o 18,388 17,349 71,461 71,371 93,051 87,815 296,782 350,879
Other real estate owned .............ccceceeeee 94 70 257 242 214 191 1,496 1,321
Noncurrent loans and leases . 423 394 1,360 1,370 3,285 2,907 13,207 15,573
Total deposits.........ccceveuvneene 58,037 53,320 | 220,144 210,117 | 316,698 283,901 | 1,437,209 1,554,022
Domestic deposits 58,037 53,320 | 219,650 209,618 | 311,161 278,434 | 1,127,131 1,205,695
Equity capital .........cccocoeiiiiiiiiniiiiie 7,219 6,923 25,681 24,363 47,092 47,206 173,574 200,238
Off-balance-sheet derivatives ............... 557 76 3,728 3,062 67,749 57,978 | 9,201,905 10,921,611
Performance ratios (annualized %)
Return on equity ........cccooveviiiiniiiiieis 11.16 11.86 14.61 13.23 20.46 19.88 15.20 14.52
Return on assets ..., 1.20 1.32 1.39 1.25 1.97 2.06 1.22 1.21
Net interest income to assets................. 4.24 4.01 4.11 4.03 4.35 4.36 3.43 3.43
Loss provision to assets ........ccccocceeennen. 0.21 0.18 0.28 0.33 0.84 0.90 0.37 0.47
Net operating income to assets ............. 1.19 1.31 1.37 1.24 1.50 2.03 1.15 1.18
Noninterest income to assets..... 2.20 2.48 2.04 1.97 2.83 4.49 2.48 2.65
Noninterest expense to assets ........ 4.57 4.57 3.82 3.86 3.99 4.74 3.73 3.78
Loss provision to loans and leases....... 0.37 0.33 0.46 0.55 1.27 1.40 0.58 0.74
Net charge-offs to loans and leases ..... 0.19 0.18 0.33 0.37 1.46 1.25 0.56 0.68
Loss provision to net charge-offs ......... 191.17 178.56 141.14 148.27 86.68 111.78 104.08 107.67
Performance ratios (%)
Percent of institutions unprofitable ........ 7.12 9.42 1.87 1.81 2.10 4.20 2.44 2.27
Percent of institutions with earnings gains .. 57.45 47.09 69.69 60.28 70.63 58.74 75.61 59.09
Nonint. income to net operating revenue .. 34.13 38.22 33.19 32.85 39.44 50.76 41.96 43.53
Nonint. expense to net operating revenue ... 71.03 70.38 62.17 64.40 55.48 53.58 63.17 62.21
Condition ratios (%)
Nonperforming assets to assets .. 0.77 0.74 0.60 0.63 0.74 0.70 0.69 0.72
Noncurrent loans to loans ............. . 1.10 1.12 0.84 0.88 1.05 1.01 0.97 1.01
Loss reserve to noncurrent loans.......... 126.27 122.78 173.65 167.16 240.10 242.42 185.66 176.24
Loss reserve to 10ans ..........ccccceveeieenee. 1.38 1.37 1.46 1.48 2.52 2.45 1.79 1.78
Equity capital to assets .......ccccoceeeevieens 10.69 11.08 9.56 9.48 9.90 10.64 8.03 8.42
Leverage ratio .......ccccceevevrienieiiciiencee, 10.45 10.74 9.15 9.03 8.61 8.97 6.80 7.00
Risk-based capital ratio ......... 17.91 18.41 15.03 14.90 13.40 14.03 11.27 11.36
Net loans and leases to assets.. 56.41 55.63 59.38 59.45 64.06 63.12 62.18 63.58
Securities t0 assetS........ccvvvvciiiiiiiiiiiens 27.22 27.76 26.61 27.76 19.56 19.79 13.74 14.75
Appreciation in securities (% of par)..... 0.71 0.41 0.89 0.53 0.98 0.38 1.06 0.03
Residential mortgage assets to assets .. 22.08 21.68 25.99 25.96 22.69 24.39 19.19 18.58
Total deposits to assets .........ccceeereeene 85.91 85.30 81.96 81.74 66.59 63.99 66.53 65.35
Core deposits t0 asSets ........ccocceeevveennes 74.78 73.85 70.94 70.09 57.36 54.91 46.22 45.13
Volatile liabilities to assets....................... 12.52 12.80 16.41 16.73 25.94 26.43 35.69 35.44
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Loan performance, FDIC-insured national banks by asset size
First quarter 1998 and first quarter 1999

(Dollar figures in millions)

Less than $100M $100M to $1B $1B to $10B Greater than $10B
1998Q1 1999Q1 | 1998Q1 1999Q1 | 1998Q1 1999Q1 1998Q1 1999Q1
Percent of loans past due 30-89 days
Total loans and leases...........cccocvveeeeinnnns 1.74 1.74 1.35 1.38 1.66 1.54 1.14 1.09
Loans secured by real estate (RE) .... 1.48 1.44 1.14 1.11 1.24 1.21 1.34 1.16
1-4 family residential mortgages ..... 1.80 1.64 1.30 1.30 1.21 1.10 1.52 1.19
Home equity 10ans .........cccceeceeeiieene 0.83 0.68 0.88 0.75 0.97 0.86 0.80 0.73
Multifamily residential mortgages..... 0.70 0.51 0.87 0.80 1.10 0.68 0.97 241
Commercial RE loans ................. 1.15 1.12 0.90 0.87 1.15 1.15 1.10 0.95
Construction RE loans ............. 1.14 1.32 1.27 1.24 1.93 241 1.54 1.49
Commercial and industrial loans*........ 3.32 3.51 1.84 1.97 1.34 1.35 0.63 0.70
Loans to individuals............ccccccceeeunnee. 2.17 2.12 1.87 1.96 2.40 2.16 2.27 2.35
Credit cards ......ccoevvevecieeeeeiieeee s 2.73 2.07 2.56 3.43 2.54 2.29 2.60 2.34
Installment loans ..........cccecevvveeeeineeen. 2.12 2.12 1.72 1.63 2.18 1.96 2.06 2.36
All other loans and leases.................... na na na na 1.36 1.36 0.56 0.51
Percent of loans noncurrent
Total loans and leases...........cccoccvveeeeinns 1.10 1.12 0.84 0.88 1.05 1.01 0.97 1.01
Loans secured by real estate (RE) .... 0.92 0.89 0.71 0.69 0.84 0.75 1.17 1.01
1-4 family residential mortgages ..... 0.77 0.74 0.65 0.66 0.73 0.72 1.11 0.88
Home equity 10ans .........ccceeeveiiieene 0.29 0.44 0.37 0.45 0.51 0.48 0.43 0.33
Multifamily residential mortgages..... 0.54 0.44 0.70 0.43 0.81 0.59 1.03 1.57
Commercial RE loans ................. 1.01 0.89 0.78 0.71 1.06 0.88 1.36 1.05
Construction RE loans .... 0.98 0.69 0.85 0.62 0.92 0.66 1.15 1.07
Commercial and industrial loans*........ 2.60 2.85 1.48 1.63 0.84 0.85 0.82 0.96
Loans to individuals............ccccccceeeunneee. 0.79 0.75 0.77 0.88 1.52 1.61 1.48 1.68
Credit cards ......ccooevvevecvieeeeiiiiee e 1.65 1.56 2.06 2.38 2.02 2.19 1.91 2.00
Installment loans .........ccccccevveeenineeen. 0.72 0.71 0.48 0.54 0.71 0.64 1.23 1.47
All other loans and leases.................... na na na na 0.50 0.42 0.27 0.48
Percent of loans charged-off, net
Total loans and leases...........cccecvveeeevnnns 0.19 0.18 0.33 0.37 1.46 1.25 0.56 0.68
Loans secured by real estate (RE) .... 0.01 0.03 0.03 0.02 0.04 0.07 0.06 0.08
1-4 family residential mortgages ..... 0.02 0.02 0.03 0.04 0.05 0.12 0.08 0.09
Home equity 10ans .........ccceeeeeeiieene 0.06 0.01 0.06 0.04 0.30 0.38 0.20 0.18
Multifamily residential mortgages..... -0.10 -0.12 0.04 0.13 0.00 0.01 -0.04 -0.03
Commercial RE loans ................. 0.01 0.08 0.03 0.01 -0.04 -0.07 -0.03 0.04
Construction RE loans .... 0.05 0.05 0.04 0.02 -0.01 0.00 0.00 0.04
Commercial and industrial loans*........ 0.29 0.41 0.22 0.42 0.05 0.21 0.26 0.48
Loans to individuals.............c.cccceeeunnee. 0.87 0.65 1.62 1.71 4.06 3.63 2.61 2.77
Credit cards ......ccooevveveciieeecsiiiee e 3.35 2.88 5.83 6.48 5.79 5.20 4.47 4.67
Installment loans .........cccccecevvveeeenneenn. 0.60 0.53 0.65 0.58 1.15 0.88 1.43 1.49
All other loans and leases.................... na na na na 0.27 0.15 0.16 0.27
Loans outstanding ($)
Total loans and leases...........cccoccvveeeennnnns $38,641 $35,259 |$161,854 $155,096 |$312,559 $287,095 |%$1,367,693 $1,539,349
Loans secured by real estate (RE) .... 21,657 19,920 97,430 93,186 | 124,450 122,371 500,014 521,438
1-4 family residential mortgages ..... 10,830 9,614 46,879 43,283 60,729 61,010 256,045 254,715
Home equity 10ans ........ccceeeeeiiieene 506 398 4,550 3,786 10,712 8,606 51,262 52,376
Multifamily residential mortgages..... 492 431 3,371 3,051 4,528 4,987 15,596 16,007
Commercial RE loans 6,016 5,704 31,842 31,725 36,853 35,016 119,129 129,706
Construction RE loans ........ccccceeeeuns 1,479 1,462 7,168 7,490 9,788 11,193 31,025 39,155
Farmland loans ..........cccceeeeeiiiiieeeninnns 2,336 2,309 3,604 3,826 1,701 1,372 2,726 3,484
RE loans from foreign offices............. 0 0 16 25 139 187 24,230 25,996
Commercial and industrial loans ......... 6,623 6,153 28,895 28,131 62,859 58,391 429,630 509,107
Loans to individuals.............cccccceeennnee. 5,923 5,045 26,257 24,329 | 106,247 88,580 220,182 246,891
Credit cards ......ccocevvevevvieeeeiiiiee e 443 237 4,741 4,548 65,823 55,100 83,274 97,551
Installment loans ............. 5,480 4,808 21,516 19,781 40,424 33,480 136,908 149,340
All other loans and leases .... 4,597 4,265 9,654 9,785 19,181 17,864 219,284 263,266
Less: Unearned income.............ccuu.e... 158 123 382 335 178 111 1,416 1,353

* Includes “All other loans” for institutions $1 billion in asset size.
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Key indicators, FDIC-insured national banks by region
First quarter 1999

(Dollar figures in millions)

All

Northeast Southeast Central Midwest Southwest West |institutions
Number of institutions reporting..................... 269 320 504 483 607 249 2,432
Total employees (FTEs) 263,152 248,617 161,575 75,020 72,736 141,817 962,917
Selected income data ($)
Net INCOME ......oociviiiiii e $2,996 $2,479 $1,713 $992 $510 $1,845 $10,535
Net interest income ........... 8,024 6,894 4,367 2,486 1,906 4,988 28,665
Provision for loan losses .. 1,700 616 505 387 182 690 4,080
Noninterest income ........... . 8,504 4,603 3,086 1,857 756 3,743 22,550
Noninterest eXPeNnSe .......ccccvvveeerieeriieeeniieennns 10,072 7,308 4,452 2,445 1,763 5,126 31,166
Net operating iINCOME ..........ccoceeeiieeiiiieinieenns 3,000 2,379 1,668 977 486 1,805 10,315
Cash dividends declared .............ccccconiinens 1,519 1,198 807 768 323 565 5,180
Net charge-offs to loan and lease reserve ... 1,524 643 425 379 149 570 3,691
Selected condition data ($)
Total aSSets .....cccvvieviiiiiciie e 849,003 823,289 506,668 242,445 205,556 514,384 | 3,141,344
Total loans and leases..........cccccccvvciiiieinnenn, 537,034 514,507 339,775 165,903 115,295 344,285 | 2,016,799
Reserve for 10SSes ... 11,736 7,573 5,222 2,984 1,606 8,146 37,266
SECUMTIES .ot 133,279 162,226 86,604 40,041 55,404 49,860 527,414
Other real estate owned ...........ccccccevciiiinniens 597 481 197 84 134 331 1,824
Noncurrent loans and leases . . 7,502 4,457 2,869 1,384 1,258 2,774 20,244
Total deposits........cccceveeneene . 563,116 511,351 329,846 163,320 164,699 369,027 | 2,101,359
Domestic deposits " 337,995 480,200 300,581 157,111 162,218 308,961 | 1,747,066
Equity capital .........cccocoeeiiiiiiiiiie 72,356 76,469 42,932 20,326 17,721 48,927 278,731
Off-balance-sheet derivatives ....................... 4,112,655 3,055,104 1,529,743 44,440 33,853 1,945,023 |10,720,818
Performance ratios (annualized %)
Return on equity .........ccoceevieiiiiiiiiicie 16.84 12.98 16.09 19.63 11.52 15.27 15.25
Return on assets .........cccceviiiiiiniiienniee e 1.41 1.20 1.33 1.62 0.99 1.42 1.33
Net interest income to assets..........cccoceevueenee. 3.79 3.32 3.40 4.07 3.70 3.83 3.63
LOSS provision t0 asSets .......cccccveeeriieeiieennns 0.80 0.30 0.39 0.63 0.35 0.53 0.52
Net operating income to assets ........ccccocueene 1.42 1.15 1.30 1.60 0.94 1.39 1.30
Noninterest income to assets..... . 4.01 2.22 2.40 3.04 1.47 2.87 2.85
Noninterest expense to assets ........ . 4.75 3.52 3.46 4.00 3.42 3.94 3.94
Loss provision to loans and leases.... . 1.27 0.48 0.59 0.92 0.63 0.80 0.81
Net charge-offs to loans and leases ............. 1.14 0.50 0.50 0.90 0.52 0.66 0.73
Loss provision to net charge-offs ................ 111.57 95.71 118.63 102.24 122.64 120.96 110.56
Performance ratios (%)
Percent of institutions unprofitable ................ 2.23 12.50 3.37 3.11 6.92 9.24 5.88
Percent of institutions with earnings gains ... 63.20 56.25 56.15 48.86 47.12 57.43 53.37
Nonint. income to net operating revenue ...... 51.45 40.04 41.41 42.76 28.40 42.87 44.03
Nonint. expense to net operating revenue ... 60.94 63.56 59.74 56.29 66.20 58.71 60.85
Condition ratios (%)
Nonperforming assets to assets .. . 0.97 0.60 0.61 0.61 0.68 0.61 0.71
Noncurrent loans to loans ............. . 1.40 0.87 0.84 0.83 1.09 0.81 1.00
Loss reserve to noncurrent loans.................. 156.44 169.89 182.01 215.57 127.68 293.67 184.09
Loss reserve to 10ans ..........cccocevieiiiieenieenee. 2.19 1.47 1.54 1.80 1.39 2.37 1.85
Equity capital to assets ......cccccvceeiiieiiieennen. 8.52 9.29 8.47 8.38 8.62 9.51 8.87
Leverage ratio ........cccovceeiieeenieeeniieesiee e 7.52 7.48 7.45 7.70 7.64 7.56 7.52
Risk-based capital ratio ......... 12.50 11.46 11.76 12.28 13.15 12.02 12.04
Net loans and leases to assets.. " 61.87 61.57 66.03 67.20 55.31 65.35 63.02
Securities to assets........cccocevviiiiiiiens . 15.70 19.70 17.09 16.52 26.95 9.69 16.79
Appreciation in securities (% of par).. 0.18 -0.14 0.46 0.62 0.24 0.22 0.17
Residential mortgage assets to assets. . 15.63 26.97 20.47 20.38 23.02 14.59 20.06
Total deposits t0 aSSets ......ccccevceeeieeerieennnen. 66.33 62.11 65.10 67.36 80.12 71.74 66.89
Core deposits t0 asSets .......ccocceeveeerieeeneene 33.94 51.81 52.23 59.02 69.16 54.16 49.13
Volatile liabilities to assets .........cccceecvereenienee. 44.61 30.62 29.04 23.32 18.95 26.75 32.18
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Loan performance, FDIC-insured national banks by region
Fourth quarter 1999

(Dollar figures in millions)

All
Northeast Southeast Central Midwest Southwest West |[institutions
Percent of loans past due 30-89 days
Total loans and 1eases.......cccccceeevvveeeciiiieneeenns 1.23 1.02 1.38 1.49 1.46 0.95 1.19
Loans secured by real estate (RE) . 1.26 0.92 1.39 1.28 1.47 1.10 1.17
1-4 family residential mortgages 1.46 0.76 1.40 1.37 1.52 1.44 1.20
Home equity 10anS .......cccoeeiiieiiiiiieee. 0.93 0.34 0.98 0.71 0.65 0.95 0.75
Multifamily residential mortgages............. 0.44 4.88 1.11 1.13 1.32 0.45 1.83
Commercial RE 10ans ........cccoceeeviiieeeeinnns 0.76 0.87 1.27 0.97 1.30 0.83 0.98
Construction RE 10aNS .......cccccveeevcivieeeninnns 0.84 1.41 2.49 1.69 1.93 1.24 1.63
Commercial and industrial loans*................ 0.64 0.68 1.11 1.36 1.55 0.76 0.85
Loans to individuals............cccceeevvviieeeeninennn. 2.58 2.60 2.12 2.18 1.49 1.72 2.28
Credit cards ....oooceevieeeiieeeeeecee e 2.57 2.16 2.26 2.35 0.95 1.92 2.35
Installment 10ans ........cccoevvvveveeeeeeeeieeeeeeenn, 2.60 2.74 2.08 1.99 1.51 1.52 2.22
All other loans and leases......ccccccceeeveeeeennnn. 0.34 0.44 1.00 1.12 1.05 0.44 0.57
Percent of loans noncurrent
Total loans and 1eases.......cccccceeevvveeecviiieneeenn, 1.40 0.87 0.84 0.83 1.09 0.81 1.00
Loans secured by real estate (RE) ............ 1.41 0.84 0.82 0.64 1.09 0.70 0.93
1-4 family residential mortgages ............. 1.07 0.72 0.87 0.61 0.90 0.76 0.83
Home equity 10anS ........cccoeeiieiiiiiniecee. 0.53 0.25 0.40 0.28 0.29 0.35 0.36
Multifamily residential mortgages............. 1.07 2.57 0.72 0.34 0.61 0.60 1.21
Commercial RE 10ans ........cccccceeeviiieeeiinnns 1.37 0.98 0.91 0.53 1.35 0.67 0.96
Construction RE 10aNS .......cccccveeeviivieeeiinnns 0.96 0.99 0.75 0.91 0.93 1.00 0.92
Commercial and industrial loans*................ 1.13 0.85 0.99 0.92 1.47 0.88 1.00
Loans to individuals.........ccceeeeeieeeeeiiiiiiiinnns 2.42 1.27 0.91 1.14 0.42 1.60 1.59
Credit cards ....coooceevvee e 2.14 1.41 1.89 1.57 0.61 2.85 2.08
Installment [0ans ........ccoccvvvveveeeeeeeiieeeeeenn, 2.91 1.22 0.66 0.64 0.42 0.29 1.23
All other loans and leases......ccccccceeeveeeeennnn. 0.38 0.58 0.52 0.70 1.28 0.30 0.47
Percent of loans charged-off, net
Total loans and 1eases.......cccccceeevvveeeciiiieneeenns 1.14 0.50 0.50 0.90 0.52 0.66 0.73
Loans secured by real estate (RE) ............ 0.10 0.09 0.06 0.07 0.10 0.01 0.07
1-4 family residential mortgages ............. 0.10 0.07 0.08 0.11 0.11 0.08 0.08
Home equity 10aNnS .......ccccoeevieiiiiiiieee. 0.32 0.22 0.19 0.19 0.63 0.06 0.20
Multifamily residential mortgages............. -0.04 0.04 0.00 0.05 -0.04 -0.06 -0.01
Commercial RE 10ans .......cccoceeeviiieeeiinnns -0.09 0.10 0.01 0.00 0.13 -0.08 0.02
Construction RE 10aNS .......cccccveeevciiieeeninnns -0.07 0.12 -0.01 0.04 -0.01 -0.04 0.03
Commercial and industrial loans*................ 0.46 0.54 0.31 0.17 0.50 0.51 0.45
Loans to individuals............cccceeevviiieeeeninennn. 3.91 2.01 1.99 3.22 1.18 2.97 2.89
Credit cards .....oooceevveeeiieeeeeecee e 4,92 4.69 5.54 5.03 2.42 4.76 491
Installment 10aNs ........ccceeeviieeiiiiiiiiee e 2.07 1.02 1.10 1.05 1.13 1.01 1.29
All other loans and leases..........ccccvveeeeinnnns 0.03 0.28 0.36 0.68 0.95 0.19 0.26
Loans outstanding ($)
Total loans and leases.........ccccceevvveeieeecneeeennen. $537,034  $514,507 $339,775 $165,903 $115,295  $344,285 |$2,016,799
Loans secured by real estate (RE) ............ 153,876 235,241 138,763 66,005 47,326 115,703 756,914
1-4 family residential mortgages ............. 79,409 125,467 61,966 34,169 20,074 47,538 368,623
Home equity 10ans ........ccccooeevieiiiieeninnne, 11,413 20,072 15,149 3,628 877 14,027 65,167
Multifamily residential mortgages............. 5,200 6,312 4,926 1,992 1,360 4,685 24,476
Commercial RE 10aNS .......cccccoeeiiieeeiieens 29,294 61,494 42,205 17,180 17,209 34,770 202,151
Construction RE 10aNS ........ccccoveeeiieeecineenns 5,244 19,470 11,985 6,049 6,231 10,321 59,300
Farmland 10ans .......c..cccoeevieeeiiieciec e 454 2,219 2,516 2,988 1,575 1,238 10,990
RE loans from foreign offices .................... 22,862 207 16 0 0 3,124 26,208
Commercial and industrial loans ................. 171,697 152,547 97,817 41,346 33,989 104,385 601,782
Loans to individuals.........cccccoeeeiiieciiieeeinnenn, 126,575 67,704 56,744 39,103 22,974 51,744 364,844
Credit cards ....coooceevveeeiieeeeeecee e 80,135 17,281 11,649 20,885 865 26,622 157,436
Installment 10ans ........cccccccvveeeiiieciee e 46,441 50,422 45,095 18,219 22,110 25,122 207,408
All other loans and leases. 85,967 59,283 46,592 19,473 11,202 72,662 295,180
Less: Unearned income..........cccocevveeennneenn. 1,082 268 141 25 197 209 1,922

*Includes “All other loans” for institutions under $1 billion in asset size.
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Key indicators, FDIC-insured commercial banks
Annual 1995-1998, year-to-date through March 31, 1999, first quarter 1998, and first quarter 1999

(Dollar figures in millions)

Preliminary Preliminary

1995 1996 1997 1998 | 1999YTD 1998Q1 1999Q1
Number of institutions reporting...................... 9,940 9,527 9,142 8,774 8,721 9,023 8,721
Total employees (FTEs) 1,484,421 1,489,186 1,538,408 1,627,047 | 1,619,398| 1,557,251 1,619,398
Selected income data ($)
Net INCOME ......ooceiiiiiiiie e $48,745 $52,351 $59,160 $61,820 $17,973 $15,918 $17,973
Net interest income ........... 154,210 162,754 174,507 182,760 47,388 44,315 47,388
Provision for loan losses .. 12,603 16,285 19,850 22,189 5,414 4,833 5,414
Noninterest income ........... . 82,426 93,569 104,498 123,702 34,722 29,061 34,722
Noninterest eXpense........cccccvvevreeiieieeseene, 149,729 160,698 169,984 194,120 49,633 45,716 49,633
Net operating iNCOMe .........ccccoocvevieiinieesieenee. 48,396 51,510 57,932 59,266 17,623 14,862 17,623
Cash dividends declared .............ccccconiinins 31,053 38,791 42,541 41,102 9,095 10,828 9,095
Net charge-offs to loan and lease reserve ... 12,202 15,500 18,316 20,708 5,005 4,664 5,005
Selected condition data ($)
Total aSSets .....ccovvieiiiiiiei e 4,312,676 4,578,314 5,014,950 5,441,101| 5,409,723 | 5,109,096 5,409,723
Total loans and leases..........cccccecvvciiiiccinnen. 2,602,963 2,811,279 2,970,767 3,238,411 | 3,250,948 | 3,023,468 3,250,948
Reserve for 10SSes .......cccvvciviiiiiiiciiie 52,838 53,458 54,684 57,246 57,858 55,200 57,858
SECUMTIES .o 810,872 800,648 871,868 979,704 995,427 905,405 995,427
Other real estate owned ...........cccccceeiininiiens 6,063 4,780 3,795 3,149 3,136 3,734 3,136
Noncurrent loans and leases . . 30,351 29,130 28,542 31,248 32,226 29,505 32,226
Total deposits........cccceveennene . 3,027,574 3,197,136 3,421,726 3,681,472| 3,637,185| 3,467,394 3,637,185
Domestic deposits .. 2,573,480 2,723,556 2,895,532 3,109,438 | 3,062,459 | 2,938,821 3,062,459
Equity capital .........cccoceeiiiiiiiiiic e 349,571 375,270 417,777 462,172 469,592 429,788 469,592
Off-balance-sheet derivatives ....................... 16,860,614 20,035,444 25,063,799 32,999,486 | 32,662,264 | 26,049,239 32,662,264
Performance ratios (annualized %)
Return on equity .........ccooceeviiiiiiiiiiicii 14.66 14.45 14.69 13.94 15.41 15.02 15.41
Return on assets ..o 1.17 1.19 1.23 1.19 1.32 1.26 1.32
Net interest income to assets..........cccoceevueenee. 3.71 3.70 3.64 3.51 3.49 3.50 3.49
LOSS provision to asSets .......ccccveeeerieeenieennns 0.30 0.37 0.41 0.43 0.40 0.38 0.40
Net operating income to assets ........ccccocueene 1.16 1.17 1.21 1.14 1.30 1.17 1.30
Noninterest income to assets..... . 1.98 2.13 2.18 2.37 2.55 2.30 2.55
Noninterest expense to assets ........ . 3.60 3.65 3.54 3.73 3.65 3.61 3.65
Loss provision to loans and leases.... . 0.51 0.61 0.69 0.72 0.67 0.64 0.67
Net charge-offs to loans and leases ............. 0.49 0.58 0.64 0.67 0.62 0.62 0.62
Loss provision to net charge-offs ................ 103.28 105.07 108.37 104.84 108.20 103.26 108.20
Performance ratios (%)
Percent of institutions unprofitable ................ 3.55 4.27 4.85 6.01 6.00 4.56 6.00
Percent of institutions with earnings gains ... 67.53 70.77 68.39 61.50 52.83 62.96 52.46
Nonint. income to net operating revenue ...... 34.83 36.50 37.45 40.36 42.29 39.61 42.29
Nonint. expense to net operating revenue ... 63.27 62.69 60.92 63.34 60.45 62.30 60.45
Condition ratios (%)
Nonperforming assets to assets .. . 0.85 0.75 0.66 0.65 0.67 0.67 0.67
Noncurrent loans to loans ............. . 1.17 1.04 0.96 0.96 0.99 0.98 0.99
Loss reserve to noncurrent loans.................. 174.09 183.51 191.59 183.20 179.54 187.09 179.54
Loss reserve to 10ans .........cccoceeveeiieiieninenen, 2.03 1.90 1.84 1.77 1.78 1.83 1.78
Equity capital to asSets .......ccccoceeiieeiiieennen. 8.11 8.20 8.33 8.49 8.68 8.41 8.68
Leverage ratio ........cccoceeiieeenieeenieeniee e 7.61 7.64 7.56 7.54 7.68 7.56 7.68
Risk-based capital ratio ......... 12.68 12.54 12.25 12.23 12.42 12.38 12.42
Net loans and leases to assets.. " 59.13 60.24 58.15 58.47 59.02 58.10 59.02
Securities to assets........cccvcevviiiiiiiene . 18.80 17.49 17.39 18.01 18.40 17.72 18.40
Appreciation in securities (% of par).. 1.01 0.51 1.10 1.07 0.39 1.06 0.39
Residential mortgage assets to assets. . 20.31 19.79 20.03 20.93 20.50 20.40 20.50
Total deposits t0 aSSets ......ccccevceeriereneeennnen. 70.20 69.83 68.23 67.66 67.23 67.87 67.23
Core deposits t0 asSets .......ccoceveveeeriereieens 53.47 52.45 50.06 49.40 48.80 49.60 48.80
Volatile liabilities to assets .........ccceevereenienee. 29.68 30.71 31.92 31.68 32.35 32.23 32.35
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Loan performance, FDIC-insured commercial banks
Annual 1995-1998, year-to-date through March 31, 1999, first quarter 1998, and first quarter 1999

(Dollar figures in millions)

Preliminary Preliminary
1995 1996 1997 1998 | 1999YTD 1998Q1 1999Q1
Percent of loans past due 30-89 days
Total loans and 1eases.......cccccceeevvveeecviiieneeenns 1.29 1.37 1.31 1.26 1.20 1.29 1.20
Loans secured by real estate (RE) . 1.38 1.41 1.33 1.26 1.15 1.28 1.15
1-4 family residential mortgages 1.53 1.57 1.59 1.44 1.23 1.41 1.23
Home equity 10aNnS .......cccoeeiiieiiiiiiieee. 1.09 1.06 0.96 0.98 0.79 0.88 0.79
Multifamily residential mortgages............. 0.99 1.19 1.11 0.87 1.36 0.91 1.36
Commercial RE 10ans ........cccoceeeviiieeeiinnns 1.21 1.24 0.97 0.99 0.96 1.09 0.96
Construction RE 10aNS .......cccccveeevciieeeeninnns 1.41 1.58 1.42 1.50 1.44 1.53 1.44
Commercial and industrial loans*................ 0.86 0.95 0.83 0.88 0.95 0.93 0.95
Loans to individuals............cccceeeviiieieeeninennn. 2.21 2.50 2.50 2.43 2.22 2.27 2.22
Credit cards ......ccooeveeeeviiiiee e 2.40 2.76 2.73 2.58 2.41 2.58 2.41
Installment 10aNs .......cccceeeviiieeeiiiiciiee s 2.08 2.31 2.33 2.33 2.10 2.08 2.10
All other loans and leases..........cccecvveeeennnnns 0.37 0.37 0.51 0.51 0.59 0.65 0.59
Percent of loans noncurrent
Total loans and 1eases.......cccccceeevvveeeeiiiieneeenns 1.17 1.04 0.96 0.96 0.99 0.98 0.99
Loans secured by real estate (RE) ............ 1.39 1.20 1.01 0.91 0.88 1.00 0.88
1-4 family residential mortgages ............. 0.88 0.99 0.94 0.88 0.81 0.90 0.81
Home equity 10anS ........cccoeeviiiiiiiinieeee. 0.52 0.48 0.44 0.42 0.39 0.45 0.39
Multifamily residential mortgages............. 1.99 1.35 0.95 0.84 0.93 0.90 0.93
Commercial RE 10ans ........cccooeeevviieeeeiinnns 2.02 1.61 1.21 0.95 0.92 1.18 0.92
Construction RE 10aNS .......cccccveeeviiiieeeninnns 2.75 1.38 0.97 0.81 0.89 1.06 0.89
Commercial and industrial loans*................ 1.19 0.98 0.86 0.99 1.10 0.97 1.10
Loans to individuals............cccceeeveiiieeeeninennn. 1.22 1.36 1.47 1.52 1.51 1.44 1.51
Credit cards ......ccooeveeeevciiieee e 1.58 1.91 2.18 2.22 2.21 2.18 2.21
Installment 10aNSs .......cccceeevciiieiiiiiieee e 0.97 0.97 0.98 1.06 1.08 0.97 1.08
All other loans and leases......ccccccceeeveeeeennnnn. 0.30 0.22 0.25 0.34 0.45 0.26 0.45
Percent of loans charged-off, net
Total loans and 1eases.......cccccceeevvveeeeviiieeeeenns 0.49 0.58 0.64 0.67 0.62 0.62 0.62
Loans secured by real estate (RE) ............ 0.18 0.10 0.06 0.05 0.05 0.04 0.05
1-4 family residential mortgages ............. 0.11 0.08 0.08 0.07 0.07 0.06 0.07
Home equity 10aNnS .......ccccoeeiieiiiiiieee, 0.20 0.20 0.16 0.14 0.16 0.17 0.16
Multifamily residential mortgages............. 0.32 0.15 0.04 0.05 -0.01 -0.02 -0.01
Commercial RE 10ans ........cccoceeeviiieeeiinnns 0.32 0.09 0.01 0.00 -0.00 -0.00 0.00
Construction RE 10aNS .......cccccveeeviiveeeeninnns 0.22 0.19 -0.02 0.01 0.03 0.01 0.03
Commercial and industrial loans*................ 0.25 0.26 0.28 0.42 0.44 0.29 0.44
Loans to individuals............cccceeevviiieeeeninennn. 1.73 2.28 2.70 2.69 2.54 2.70 2.54
Credit cards ......ccoovveeeeviiiieee e 3.40 4.35 5.11 5.19 4.94 5.15 4.94
Installment 10aNs ........cccceeevviieeiiiiiieee e 0.66 0.89 1.04 1.04 1.02 1.06 1.02
All other loans and leases..........cccecvveeeinnnnns -0.07 0.25 0.32 1.55 0.25 0.23 0.25
Loans outstanding ($)
Total loans and leases.......cccccceeevvveeecviiieeeeenns $2,602,963 $2,811,279 $2,970,767 $3,238,411 | $3,250,948 | $3,023,468 $3,250,948
Loans secured by real estate (RE) ............ 1,080,116 1,139,018 1,244,986 1,345,502 | 1,346,292 | 1,273,776 1,346,292
1-4 family residential mortgages ............. 546,808 570,122 620,599 668,659 653,102 640,105 653,102
Home equity 10aNS ........cccoeeiieiiiiiieeee. 79,182 85,300 98,163 96,646 95,589 96,807 95,589
Multifamily residential mortgages............. 35,788 38,162 41,231 42,727 45,434 42,121 45,434
Commercial RE 10ans ........cccoceeeviiieeeiiinnns 298,533 315,989 341,522 371,021 380,499 347,472 380,499
Construction RE 10aNS .......cccccveeevciieeeeiinnns 68,696 76,399 88,242 106,719 111,906 90,812 111,906
Farmland 10ans ..........ccccceeeviiiiieeeniieee e 23,907 24,964 27,072 29,095 29,573 27,556 29,573
RE loans from foreign offices .................... 27,202 28,083 28,157 30,635 30,188 28,904 30,188
Commercial and industrial loans ................. 661,417 709,600 794,999 898,723 921,734 819,121 921,734
Loans to individuals............cccceeevviiieeeeiineenn. 535,348 562,291 561,351 570,959 548,536 542,136 548,536
Credit cards ......ccooveeeeviiieeee e 216,016 231,664 231,118 228,834 207,891 211,775 207,891
Installment 10aNs .......cccceeeviiieiiiiiiiieee s 319,332 330,626 330,233 342,125 340,645 330,361 340,645
All other loans and leases. 331,934 405,678 373,901 427,260 438,048 392,763 438,048
Less: Unearned income...........ccoceuvveeeeineenn. 5,853 5,308 4,469 4,032 3,663 4,328 3,663

*Includes “All other loans” for institutions under $1 billion in asset size.
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Key indicators, FDIC-insured commercial banks by asset size

First quarter 1998 and first quarter 1999

(Dollar figures in millions)

Less than $100M $100M to $1B $1B to $10B Greater than $10B

1998Q1 1999Q1 | 1998Q1 1999Q1 | 1998Q1 1999Q1 1998Q1 1999Q1
Number of institutions reporting............. 5,742 5,375 2,918 2,956 298 317 65 73
Total employees (FTEs) 124,952 115,741 | 311,207 300,930 | 294,010 292,594 827,082 910,133
Selected income data ($)
Net INCOME .......cccovieiiiiiiiiec e, $780 $687 $2,464 $2,356 $3,854 $3,920 $8,820 $11,010
Net interest income ........... 2,750 2,479 7,538 7,429 9,328 9,348 24,698 28,132
Provision for loan losses .. 135 122 466 547 1,501 1,379 2,731 3,366
Noninterest income ........... 833 833 2,877 2,850 5,792 7,460 19,560 23,580
Noninterest eXpense .........ccccevceeereeenenen. 2,372 2,265 6,365 6,357 8,568 9,360 28,411 31,650
Net operating iNnCOmMe............ccoceeeeeeennnen. 771 684 2,429 2,330 3,256 3,874 8,406 10,736
Cash dividends declared........................ 531 443 1,232 1,304 1,887 2,084 7,179 5,264
Net charge-offs to loan and lease reserve ... 65 62 313 381 1,534 1,203 2,753 3,358
Selected condition data ($)
Total asSets ......cccoveviiviiiieiieee e 263,838 250,491 | 728,952 727,138 | 899,726 901,225 | 3,216,580 3,530,870
Total loans and leases..........ccccecvviennnne 154,173 144,503 | 443,244 445,706 | 589,210 580,482 | 1,836,842 2,080,256
Reserve for 10SSes .......ccovcvveiiiiiiicinne 2,287 2,132 6,675 6,760 12,624 11,955 33,615 37,011
SECUMEIES oo 71,197 69,090 | 190,945 197,286 | 186,397 198,320 456,865 530,730
Other real estate owned ...........c..cecueeee 338 277 834 756 601 493 1,961 1,609
Noncurrent loans and leases . 1,639 1,596 3,991 3,893 6,228 5,730 17,647 21,006
Total deposits.......c.ccceveevneene 226,719 214,205 | 603,285 598,155 | 618,763 618,999 | 2,018,628 2,205,827
Domestic deposits 226,681 214,169 | 601,003 596,069 | 600,823 604,095 | 1,510,314 1,648,127
Equity capital .........cccoceeiiiiiiiiiiiiies 28,715 27,713 70,066 69,795 86,198 88,218 244,809 283,865
Off-balance-sheet derivatives ............... 769 248 9,906 8,956 | 125,699 111,703 |26,590,375 33,077,511
Performance ratios (annualized %)
Return on equity ........cccocoeeeviiiiiiiiicis 10.92 9.94 14.25 13.60 18.30 17.78 14.59 15.64
Return on assets .........cccceviiiiiiiciiines 1.19 1.10 1.37 1.30 1.72 1.71 1.11 1.24
Net interest income to assets................. 4.21 3.97 4.18 4.10 4.16 4.08 3.10 3.17
Loss provision to assets ........ccccocceeeeen. 0.21 0.20 0.26 0.30 0.67 0.60 0.34 0.38
Net operating income to assets ............. 1.18 1.10 1.35 1.29 1.45 1.69 1.06 1.21
Noninterest income to assets..... 1.27 1.34 1.60 1.57 2.59 3.26 2.46 2.66
Noninterest expense to assets ........ 3.63 3.63 3.53 3.51 3.82 4.09 3.57 3.57
Loss provision to loans and leases....... 0.35 0.34 0.42 0.50 1.02 0.94 0.60 0.65
Net charge-offs to loans and leases ..... 0.17 0.17 0.28 0.35 1.04 0.82 0.61 0.65
Loss provision to net charge-offs ......... 208.38 195.83 148.98 143.48 97.67 114.66 98.73 100.25
Performance ratios (%)
Percent of institutions unprofitable ........ 6.37 8.80 1.37 1.45 1.34 1.89 1.54 1.37
Percent of institutions with earnings gains .. 58.06 46.14 71.32 61.87 73.15 67.19 73.85 72.60
Nonint. income to net operating revenue .. 23.24 25.16 27.62 27.73 38.31 44.38 44.19 45.60
Nonint. expense to net operating revenue ... 66.21 68.40 61.11 61.85 56.67 55.69 64.19 61.20
Condition ratios (%)
Nonperforming assets to assets .. 0.75 0.75 0.66 0.64 0.76 0.69 0.65 0.67
Noncurrent loans to loans ............. 1.06 1.10 0.90 0.87 1.06 0.99 0.96 1.01
Loss reserve to noncurrent loans.......... 139.55 133.53 167.25 173.66 202.71 208.64 190.48 176.19
Loss reserve to 10ans ..........ccccceveeeeenee. 1.48 1.48 1.51 1.52 2.14 2.06 1.83 1.78
Equity capital to assets .......ccccoceeeevieens 10.88 11.06 9.61 9.60 9.58 9.79 7.61 8.04
Leverage ratio .......ccccceevevrienieiiciiencee, 10.72 10.85 9.23 9.22 8.60 8.61 6.63 6.91
Risk-based capital ratio ......... 18.07 18.24 15.00 14.87 13.34 13.44 11.30 11.47
Net loans and leases to assets.. 57.57 56.84 59.89 60.37 64.08 63.08 56.06 57.87
Securities t0 assetS........ccvvvvciiiiiiiiiiiens 26.99 27.58 26.19 27.13 20.72 22.01 14.20 15.03
Appreciation in securities (% of par)..... 0.74 0.42 0.98 0.60 0.85 0.34 1.24 0.33
Residential mortgage assets to assets .. 21.56 21.05 24.46 24.49 24.31 26.14 18.30 18.19
Total deposits to assets .........ccceeereeene 85.93 85.51 82.76 82.26 68.77 68.68 62.76 62.47
Core deposits t0 asSets ........ccocceeevveennes 74.92 74.10 71.44 70.52 57.26 57.38 40.43 40.35
Volatile liabilities to assets ............cccu..... 12.32 12.64 15.87 16.17 26.01 25.07 39.31 38.94
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Loan performance, FDIC-insured commercial banks by asset size
First quarter 1998 and first quarter 1999

(Dollar figures in millions)

Less than $100M $100M to $1B $1B to $10B Greater than $10B
1998Q1 1999Q1 | 1998Q1 1999Q1 | 1998Q1 1999Q1 1998Q1 1999Q1
Percent of loans past due 30-89 days
Total loans and leases...........cccoevveeeennns 1.92 1.85 1.44 1.37 1.54 1.39 1.11 1.07
Loans secured by real estate (RE) .... 1.63 1.54 1.23 1.11 1.20 1.12 1.29 1.14
1-4 family residential mortgages ..... 1.92 1.78 1.47 1.37 1.23 1.14 1.39 1.16
Home equity 10ans .........ccceeceeeiieene 1.06 0.93 0.87 0.81 0.93 0.85 0.86 0.76
Multifamily residential mortgages..... 0.97 0.88 0.85 0.78 0.83 0.70 0.97 1.97
Commercial RE loans ..........cccceeevenns 1.22 1.17 0.97 0.85 1.09 1.00 1.15 0.96
Construction RE loans ............. 1.28 1.20 1.28 1.05 1.84 1.70 1.56 1.52
Commercial and industrial loans*. 2.20 2.21 1.66 1.64 1.21 1.27 0.61 0.68
Loans to individuals..................... 2.42 2.28 1.93 2.02 2.41 2.11 2.27 2.29
Credit cards ......ccocevveveciieeeesiieee e 2.90 2.38 2.42 3.56 2.62 2.34 2.57 2.35
Installment loans ..........cccocevveeeenneenn. 2.39 2.27 1.83 1.73 2.18 1.86 2.07 2.25
All other loans and leases.................... na na na na 1.23 1.17 0.62 0.55
Percent of loans noncurrent
Total loans and leases...........cccocveeeeeinns 1.06 1.10 0.90 0.87 1.06 0.99 0.96 1.01
Loans secured by real estate (RE) .... 0.89 0.87 0.79 0.71 0.90 0.83 1.14 0.96
1-4 family residential mortgages ..... 0.79 0.77 0.69 0.67 0.81 0.82 1.03 0.85
Home equity 10ans .........ccceeceeeiieene 0.52 0.46 0.43 0.44 0.50 0.50 0.44 0.36
Multifamily residential mortgages..... 0.75 0.61 0.80 0.65 0.91 0.58 0.94 1.24
Commercial RE loans ..........cccceeeviins 0.94 0.87 0.89 0.73 1.12 0.93 1.42 1.03
Construction RE loans ............. 0.80 0.71 0.96 0.71 0.94 0.83 1.24 1.04
Commercial and industrial loans*. 1.47 1.65 1.26 1.32 0.90 1.01 0.84 1.00
Loans to individuals..................... 0.88 0.88 0.78 0.82 1.55 1.42 1.58 1.72
Credit cards ......ccooevvevecvieeeeiiiiee e 1.64 1.91 1.74 1.99 2.10 2.14 2.29 2.27
Installment loans ........cccovveeeeeeeeeeeennn. 0.84 0.83 0.59 0.60 0.95 0.63 1.12 1.37
All other loans and leases.................... na na na na 0.49 0.48 0.24 0.47
Percent of loans charged-off, net
Total loans and leases...........cccocvveeeeinnnns 0.17 0.17 0.28 0.35 1.04 0.82 0.61 0.65
Loans secured by real estate (RE) .... 0.02 0.03 0.03 0.03 0.06 0.05 0.05 0.06
1-4 family residential mortgages ..... 0.03 0.03 0.02 0.05 0.07 0.09 0.07 0.07
Home equity 10ans .........ccceeeeeeiieene 0.10 0.01 0.06 0.03 0.20 0.25 0.18 0.16
Multifamily residential mortgages..... 0.03 -0.02 -0.02 0.04 0.00 -0.03 -0.02 -0.02
Commercial RE loans ..... 0.03 0.04 0.04 0.01 0.03 -0.03 -0.05 0.01
Construction RE loans ............. 0.06 0.04 0.02 0.02 0.04 0.01 -0.02 0.03
Commercial and industrial loans*. 0.21 0.24 0.22 0.39 0.13 0.30 0.32 0.47
Loans to individuals.................... 0.63 0.60 1.42 1.66 3.42 2.98 2.75 2.63
Credit cards ......ccooevveveciieeecsiiiee e 3.01 2.32 5.14 7.18 5.53 4.88 4.90 4.81
Installment loans .........ccccccvvveeeiineenn. 0.48 0.52 0.66 0.60 1.01 0.83 1.27 1.23
All other loans and leases.................... na na na na 0.26 0.21 0.25 0.28
Loans outstanding ($)
Total loans and leases...........cccoccvveeeennnnns $154,173 $144,503 |$443,244 $445,706 |$589,210 $580,482 |$1,836,842 $2,080,256
Loans secured by real estate (RE)..... 86,767 81,650 | 274,506 277,489 | 263,198 282,269 649,306 704,883
1-4 family residential mortgages ..... 42,869 38,745 | 123,390 120,102 | 127,691 133,895 346,155 360,361
Home equity 10ans ........ccceeeveeiieene 2,011 1,751 13,005 11,567 19,694 18,000 62,096 64,271
Multifamily residential mortgages..... 1,879 1,709 9,081 9,137 11,252 11,607 19,908 22,981
Commercial RE loans ..... 23,296 22,700 94,445 98,916 79,195 87,936 150,537 170,947
Construction RE loans . 6,082 6,133 24,146 26,296 21,794 27,301 38,789 52,176
Farmland loans ..........cccceveeeiiieeeeiinnns 10,622 10,606 10,361 11,420 3,309 3,166 3,265 4,381
RE loans from foreign offices............. 8 7 77 51 263 364 28,555 29,765
Commercial and industrial loans ......... 25,710 24,770 79,424 81,626 | 125,300 126,723 588,687 688,615
Loans to individuals.............ccccceeeeunnee. 22,874 20,640 66,914 63,081 | 163,099 134,821 289,249 329,995
Credit cards ......ccocevvevecvieeeesiieee s 1,293 867 11,043 10,050 85,432 70,207 114,008 126,767
Installment loans ..........ccccecevvveeeenneenn. 21,582 19,773 55,871 53,031 77,667 64,613 175,241 203,228
All other loans and leases. 19,402 17,885 23,564 24,483 38,414 37,203 311,383 358,477
Less: Unearned income.............ccuu.e... 580 441 1,164 973 801 534 1,782 1,714

* Includes “All other loans” for institutions under $1 billion in asset size.
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Key indicators, FDIC-insured commercial banks by region
First quarter 1999

(Dollar figures in millions)

All

Northeast Southeast Central Midwest Southwest West | Institutions
Number of institutions reporting..............c....... 684 1,440 1,897 2,252 1,502 946 8,721
Total employees (FTEs) 477,983 398,370 284,546 126,430 116,526 215,543 | 1,619,398
Selected income data ($)
Net INCOME ..o $6,357 $3,801 $2,986 $1,423 $805 $2,603 $17,973
Net interest income ........... 14,832 10,673 7,596 3,782 2,886 7,619 47,388
Provision for loan losses .. 2,105 877 690 469 239 1,034 5,414
Noninterest income ........... . 15,824 6,461 4,623 2,180 1,004 4,631 34,722
NoNnINterest eXPeNnSe .......cccovvveeerveerieeesiieennns 18,694 10,714 7,195 3,384 2,531 7,115 49,633
Net operating iINCOME ..........coceeeiieeiiiiennieens 6,270 3,688 2,927 1,404 780 2,555 17,623
Cash dividends declared.............ccccconiinins 3,346 1,934 1,421 1,041 493 859 9,095
Net charge-offs to loan and lease reserve ... 2,122 832 574 440 181 856 5,005
Selected condition data ($)
Total aSSets .....cccevvieviiiiiiic e 1,922,368 1,206,559 873,605 371,683 302,829 732,680 | 5,409,723
Total loans and leases..........cccccecvvciiiieinnen. 1,003,176 765,755 579,793 247,591 167,569 487,063 | 3,250,948
Reserve for 10SSes .......cccvvciviiiiiiicciic 20,416 11,173 8,653 4,298 2,338 10,981 57,858
SECUMEIES .o 316,268 250,598 171,142 74,288 87,065 96,065 995,427
Other real estate owned ...........cccccceeiiiiniiens 929 799 378 200 256 573 3,136
Noncurrent loans and leases . . 12,757 6,310 4,720 2,125 1,798 4,515 32,226
Total deposits........cccceveeneene . 1,182,635 796,875 600,590 271,969 246,893 538,223 | 3,637,185
Domestic deposits " 758,907 759,770 561,795 265,760 244,411 471,816 | 3,062,459
Equity capital .........cccocoiiiiiiiiiiiis 152,730 111,061 74,834 33,138 27,052 70,777 469,592
Off-balance-sheet derivatives ....................... 25,914,402 3,119,127 1,585,997 45,347 34,472 1,962,920 | 32,662,264
Performance ratios (annualized %)
Return on equity .........ccoceeviiiiiiiiiciiccn 16.75 13.71 16.10 17.26 11.95 14.89 15.41
Return on assets ..o 1.32 1.26 1.36 1.52 1.06 1.41 1.32
Net interest income to assets..........cccoceevueenee. 3.07 3.53 3.45 4.05 3.81 4.13 3.49
LOSS provision to assSets ........ccccveeeriieeniieennns 0.44 0.29 0.31 0.50 0.32 0.56 0.40
Net operating income to assets ........ccccocueene 1.30 1.22 1.33 1.50 1.03 1.38 1.30
Noninterest income to assets..... . 3.28 2.13 2.10 2.33 1.32 2.51 2.55
Noninterest expense to assets ........ . 3.88 3.54 3.27 3.62 3.34 3.86 3.65
Loss provision to loans and leases.... . 0.84 0.46 0.48 0.75 0.57 0.85 0.67
Net charge-offs to loans and leases ............. 0.84 0.44 0.40 0.71 0.43 0.70 0.62
Loss provision to net charge-offs ................ 99.21 105.40 120.24 106.65 132.24 120.83 108.20
Performance ratios (%)
Percent of institutions unprofitable ................ 6.29 8.26 4.06 3.77 6.19 11.21 6.00
Percent of institutions with earnings gains ... 63.30 56.11 54.67 47.25 47.07 55.60 52.46
Nonint. income to net operating revenue ...... 51.62 37.71 37.84 36.56 25.80 37.80 42.29
Nonint. expense to net operating revenue ... 60.98 62.53 58.88 56.77 65.06 58.08 60.45
Condition ratios (%)
Nonperforming assets to assets .. . 0.76 0.59 0.58 0.63 0.68 0.70 0.67
Noncurrent loans to loans ............. . 1.27 0.82 0.81 0.86 1.07 0.93 0.99
Loss reserve to noncurrent loans.................. 160.03 177.06 183.32 202.25 130.03 243.19 179.54
Loss reserve to 10ans ..........cccoceveeiiniienieenen. 2.04 1.46 1.49 1.74 1.40 2.25 1.78
Equity capital to asSets ......ccccvceeeiieeiiieeninen. 7.94 9.20 8.57 8.92 8.93 9.66 8.68
Leverage ratio ........cccooceeeeieeenieeeniieesiee e 7.24 7.79 7.76 8.35 8.10 8.08 7.68
Risk-based capital ratio ......... 12.53 11.97 12.08 13.18 13.97 12.43 12.42
Net loans and leases to assets.. . 51.12 62.54 65.38 65.46 54.56 64.98 59.02
Securities to assets........cccoceveiiiiiiiiens . 16.45 20.77 19.59 19.99 28.75 13.11 18.40
Appreciation in securities (% of par).. 0.09 0.66 0.52 0.60 0.31 0.38 0.39
Residential mortgage assets to assets. . 16.91 27.36 22.32 20.16 23.17 15.50 20.50
Total deposits t0 aSSets ......cccevceerieieneeeninen. 61.52 66.05 68.75 73.17 81.53 73.46 67.23
Core deposits t0 asSets .......ccoccveveeeriiereneens 32.07 55.43 56.09 64.72 69.49 56.45 48.80
Volatile liabilities to assets.........cccceccvereeniennee. 45.00 27.44 26.95 19.24 18.59 26.04 32.35
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Loan performance, FDIC-insured commercial banks by region
First quarter 1999

(Dollar figures in millions)

All
Northeast Southeast Central Midwest Southwest West | institutions
Percent of loans past due 30-89 days
Total loans and 1eases.......cccccceeevvveeeciiiieneeenns 1.13 1.13 1.34 1.54 1.56 1.00 1.20
Loans secured by real estate (RE) . 1.18 1.00 1.28 1.30 1.51 1.01 1.15
1-4 family residential mortgages 1.28 0.96 1.32 1.42 1.72 1.31 1.23
Home equity 10anS .......cccoeeiiieiiiiiieee. 0.87 0.55 0.94 0.74 0.83 0.89 0.79
Multifamily residential mortgages............. 0.66 3.37 1.13 0.90 1.12 0.54 1.36
Commercial RE 10ans ........cccoceeeviiieeeeinnns 0.98 0.86 1.12 0.95 1.22 0.78 0.96
Construction RE 10aNS .......cccccveeevcivieeeninnns 1.18 1.22 2.04 1.52 1.69 1.19 1.44
Commercial and industrial loans*................ 0.62 0.90 1.17 1.89 1.80 0.89 0.95
Loans to individuals........cccceeeeeieeeeeiiiieiiiinnn, 2.49 2.38 2.05 2.17 1.63 1.72 2.22
Credit cards ....oooceevieeeiieeeeeecee e 2.67 2.33 2.37 2.50 1.28 1.82 2.41
Installment 10ans ........cccoevvvveveeeeeeeeieeeeeeenn, 2.31 2.39 1.97 1.90 1.64 1.61 2.10
All other loans and leases......ccccccceeeveeeeennnn. 0.42 0.47 1.10 0.79 0.89 0.48 0.59
Percent of loans noncurrent
Total loans and 1eases.......cccccceeevvveeecviiieneeenn, 1.27 0.82 0.81 0.86 1.07 0.93 0.99
Loans secured by real estate (RE) ............ 1.18 0.77 0.74 0.67 1.00 0.84 0.88
1-4 family residential mortgages ............. 0.96 0.71 0.75 0.62 0.90 0.87 0.81
Home equity 10anS ........cccoeeiieiiiiiniecee. 0.56 0.28 0.42 0.31 0.35 0.39 0.39
Multifamily residential mortgages............. 0.70 1.90 0.68 0.34 0.61 0.69 0.93
Commercial RE 10ans ........cccccceeeviiieeeiinnns 1.30 0.85 0.80 0.57 1.11 0.84 0.92
Construction RE 10aNS .......cccccveeeviivieeeiinnns 1.24 0.78 0.75 0.87 0.87 1.10 0.89
Commercial and industrial loans*................ 1.21 0.86 1.02 1.23 1.60 1.09 1.10
Loans to individuals............cccceeevviiieeeeninnnnn. 2.24 1.14 0.92 1.09 0.52 1.48 1.51
Credit cards ....coooceevvee e 2.47 1.48 2.20 1.66 0.82 2.43 2.21
Installment 10ans .......c.ccceeevviieeiiiiiieee s 2.01 1.03 0.62 0.62 0.51 0.38 1.08
All other loans and leases......ccccccceeeveeeeennnn. 0.43 0.53 0.46 0.47 1.01 0.31 0.45
Percent of loans charged-off, net
Total loans and 1eases.......cccccceeevvveeeciiiieneeenns 0.84 0.44 0.40 0.71 0.43 0.70 0.62
Loans secured by real estate (RE)............. 0.04 0.07 0.05 0.05 0.08 0.03 0.05
1-4 family residential mortgages ............. 0.06 0.06 0.07 0.08 0.10 0.10 0.07
Home equity 10aNS .......ccccoeeviiiiiiiiiieee. 0.21 0.17 0.16 0.14 0.54 0.06 0.16
Multifamily residential mortgages............. -0.05 0.02 0.01 0.03 -0.01 -0.05 -0.01
Commercial RE 10ans ........cccoceeeviiieeeiinnns -0.10 0.06 0.00 -0.00 0.09 -0.02 0.00
Construction RE 10aNS .......cccccveeeviiveeeeninnns -0.03 0.08 0.00 0.05 0.00 -0.02 0.03
Commercial and industrial loans*................ 0.48 0.46 0.30 0.27 0.50 0.57 0.44
Loans to individuals............cccceeevviiieeeeninennn. 3.25 1.75 1.74 2.89 1.04 3.06 2.54
Credit cards .....coceevveeeiieeeeee e 5.05 4.41 5.25 5.25 2.59 4.79 4.94
Installment 10aNs ........cccceeevviieeiiiiiieee e 1.29 0.84 0.94 0.82 0.97 1.01 1.02
All other loans and leases..........cccecvveeeinnnnns 0.17 0.27 0.32 0.42 0.71 0.18 0.25
Loans outstanding ($)
Total loans and leases........ccccceevveeeeeeecnveeennen. $1,003,176  $765,755 $579,793  $247,591 $167,569  $487,063 | $3,250,948
Loans secured by real estate (RE) ............ 323,290 385,963 261,452 109,697 75,557 190,332 | 1,346,292
1-4 family residential mortgages ............. 180,222 197,153 121,873 52,563 31,821 69,470 653,102
Home equity 10ans ........ccccooceevieiiniieninne, 20,704 29,408 22,812 4,701 1,017 16,948 95,589
Multifamily residential mortgages............. 12,214 10,015 9,089 3,252 2,087 8,778 45,434
Commercial RE 10aNS .......ccccccoeeevieeeiieenns 70,631 104,807 78,784 29,540 27,814 68,922 380,499
Construction RE 10aNS ......c.ccccoveeeiieeceineenns 12,268 38,908 21,554 9,959 9,639 19,577 111,906
Farmland 10ans .......c..cccoeevieeeiiieciec e 1,135 5,465 7,317 9,683 3,178 2,796 29,573
RE loans from foreign offices .................... 26,116 207 23 0 0 3,841 30,188
Commercial and industrial loans ................. 317,607 197,350 165,514 56,338 45,266 139,659 921,734
Loans to individuals.........ccccceeeeiiieeiiieeeinnenne 196,164 111,518 82,622 49,194 32,105 76,934 548,536
Credit cards ....coooceevveeeiieeeeeecee e 99,528 27,594 15,685 22,480 1,294 41,310 207,891
Installment 10ans ........cccccccvveeeiiieciee e 96,636 83,924 66,937 26,715 30,811 35,624 340,645
All other loans and leases. 167,715 71,592 70,571 32,429 15,066 80,675 438,048
Less: Unearned income..........cccocevveeennneenn. 1,600 667 366 67 425 537 3,663

*Includes “All other loans” for institutions under $1 billion in asset size.
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Glossary

Data Sources

Data are from the Federal Financial Institutions Exami-
nation Council (FFIEC) Reports of Condition and Income
(call reports) submitted by all FDIC-insured,
national-chartered and state-chartered commercial banks
and trust companies in the United States and its territo-
ries. Uninsured banks, savings banks, savings asso-
ciations, and U.S. branches and agencies of foreign
banks are excluded from these tables. All data are col-
lected and presented based on the location of each re-
porting institution’s main office. Reported data may in-
clude assets and liabilities located outside of the re-
porting institution’s home state.

The data are stored on and retrieved from the OCC'’s
Integrated Banking Information System (IBIS), which is
obtained from the FDIC’s Research Information System
(RIS) database.

Computation Methodology

For performance ratios constructed by dividing an in-
come statement (flow) item by a balance sheet (stock)
item, the income item for the period was annualized
(multiplied by the number of periods in a year) and di-
vided by the average balance sheet item for the period
(beginning-of-period amount plus end-of-period amount
plus any interim periods, divided by the total number of
periods). For “pooling-of-interest” mergers, prior period(s)
balance sheet items of “acquired” institution(s) are in-
cluded in balance sheet averages because the
year-to-date income reported by the “acquirer” includes
the year-to-date results of “acquired” institutions. No
adjustments are made for “purchase accounting” merg-
ers because the year-to-date income reported by the
“acquirer” does not include the prior-to-merger results
of “acquired” institutions.

Definitions

Commercial real estate loans—Iloans secured by nonfarm
nonresidential properties.

Construction real estate loans—includes loans for all prop-
erty types under construction, as well as loans for land
acquisition and development.

Core deposits—the sum of transaction deposits plus

savings deposits plus small time deposits (under
$100,000).
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IBIS—OCC'’s Integrated Banking Information System.

Leverage ratio—Tier 1 capital divided by adjusted tan-
gible total assets.

Loans to individuals—includes outstanding credit card
balances and other secured and unsecured installment
loans.

Net charge-offs to loan and lease reserve—total loans
and leases charged off (removed from balance sheet
because of uncollectibility), less amounts recovered on
loans and leases previously charged off.

Net loans and leases to assets—total loans and leases
net of the reserve for losses.

Net operating income—income excluding discretionary
transactions such as gains (or losses) on the sale of
investment securities and extraordinary items. Income
taxes subtracted from operating income have been ad-
justed to exclude the portion applicable to securities
gains (or losses).

Net operating revenue—the sum of net interest income
plus noninterest income.

Noncurrent loans and leases—the sum of loans and
leases 90 days or more past due plus loans and leases
in nonaccrual status.

Nonperforming assets—the sum of noncurrent loans and
leases plus noncurrent debt securities and other assets
plus other real estate owned.

Number of institutions reporting—the number of institutions
that actually filed a financial report.

Off-balance-sheet derivatives—the notional value of fu-
tures and forwards, swaps, and options contracts; be-
ginning March 31, 1995, new reporting detail permits
the exclusion of spot foreign exchange contracts. For
March 31, 1984 through December 31, 1985, only for-
eign exchange futures and forwards contracts were re-
ported; beginning March 31, 1986, interest rate swaps
contracts were reported; beginning March 31, 1990,
banks began to report interest rate and other futures
and forwards contracts, foreign exchange and other
swaps contracts, and all types of option contracts.

Other real estate owned—primarily foreclosed property.
Direct and indirect investments in real estate ventures



are excluded. The amount is reflected net of valuation
allowances.

Percent of institutions unprofitable—the percent of in-
stitutions with negative net income for the respective
period.

Percent of institutions with earnings gains—the percent
of institutions that increased their net income (or de-
creased their losses) compared to the same period a
year earlier.

Reserve for losses—the sum of the allowance for loan
and lease losses plus the allocated transfer risk reserve.

Residential mortgage assets—the sum of one- to four-family
residential mortgages plus mortgage-backed securities.

Return on assets (ROA)—net income (including gains
or losses on securities and extraordinary items) as a
percentage of average total assets.

Return on equity (ROE)—net income (including gains or
losses on securities and extraordinary items) as a per-
centage of average total equity capital.

Risk-based capital ratio—total capital divided by risk
weighted assets.

Risk-weighted assets—assets adjusted for risk-based
capital definitions which include on-balance-sheet as well
as off-balance-sheet items multiplied by risk weights
that range from zero to 100 percent.

Securities—excludes securities held in trading accounts.
Effective March 31, 1994 with the full implementation of Fi-
nancial Accounting Standard (FAS) 115, securities classi-
fied by banks as “held-to-maturity” are reported at their
amortized cost, and securities classified a “available-for-sale”
are reported at their current fair (market) values.

Securities gains (losses)—net pre-tax realized gains (losses)
on held-to-maturity and available-for-sale securities.

Total capital—the sum of Tier 1 and Tier 2 capital. Tier 1
capital consists of common equity capital plus noncu-
mulative perpetual preferred stock plus minority inter-
est in consolidated subsidiaries less goodwill and other
ineligible intangible assets. Tier 2 capital consists of
subordinated debt plus intermediate-term preferred
stock plus cumulative long-term preferred stock plus a
portion of a bank’s allowance for loan and lease losses.
The amount of eligible intangibles (including mortgage
servicing rights) included in Tier 1 capital and the amount
of the allowance included in Tier 2 capital are limited in
accordance with supervisory capital regulations.

Volatile liabilities—the sum of large-denomination time
deposits plus foreign-office deposits plus federal funds
purchased plus securities sold under agreements to re-
purchase plus other borrowings. Beginning March 31,
1994, new reporting detail permits the exclusion of other
borrowed money with original maturity of more than one
year; previously, all other borrowed money was included.
Also beginning March 31, 1994, the newly reported “trad-
ing liabilities less revaluation losses on assets held in
trading accounts” is included.
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Recent Corporate Decisions

The OCC publishes monthly, in its publication Interpreta-
tions and Actions, corporate decisions that represent a new
or changed policy, or present issues of general interest to
the public or the banking industry. In addition, summaries
of selected corporate decisions appear in each issue of
the Quarterly Journal. In the first quarter of 1999, the fol-
lowing corporate decisions were of particular importance
because they were precedent setting or otherwise repre-
sented issues of importance. If the summary includes a
decision or approval number, the OCC's decision docu-
ments may be found in Interpretations and Actions. For
decisions that have not been published, the summary in-
cludes the application control number, which should be ref-
erenced in inquiries to the OCC regarding the decision.

Charter

On January 6, 1999, the OCC denied a charter proposal
for Prosperity, South Carolina. The organizers failed to
demonstrate that the proposed bank had a reasonable
likelihood of success. In addition, the proposed execu-
tive officer and board of directors did not have the skills
and experience that the OCC considers necessary to
operate a national bank in a safe and sound manner. [Ap-
plication Control No. 1998-SE-01-0020]

Insurance Subsidiaries

On December 21, 1998, the OCC granted approval for Old
National Bank in Evansville, Indiana, to establish an oper-
ating subsidiary to provide insurance coverage on busi-
ness risks of the parent bank and its bank affiliates, and to
reinsure credit life, credit health and accident, and credit
unemployment insurance. [Corporate Decision No. 99-03]

On December 28, 1998, the OCC granted approval for
NationsBank, N.A., Charlotte, North Carolina, to establish
an operating subsidiary to reinsure, under a quota share
arrangement, a portion of the mortgage insurance on loans
serviced, originated, or purchased by the bank or the
bank's subsidiaries or depository institution affiliates. [Cor-
porate Decision No. 99-05]

Operating Subsidiaries

On January 15, 1999, the OCC granted conditional ap-
proval to Bank of America, NT&SA, San Francisco, Cali-
fornia, and Citibank, NA, New York, New York, to expand
the activities of an existing operating subsidiary and

thereby make minority, noncontrolling investments in a
Delaware limited liability company (LLC). The initial ac-
tivities of the LLC will be limited to research and develop-
ment towards the eventual establishment of an identity
verification service over open networks, including the
Internet, based initially on digital signature technology.
[Conditional Approval No. 301]

On January 29, 1999, the OCC granted approval for The
Huntington National Bank, Columbus, Ohio, to expand the
activities of an existing operating subsidiary. These ac-
tivities include providing real estate closing and escrow
services primarily to the bank and other lenders, and us-
ing its excess capacity to offer the services occasionally
to customers when no loan or title policy is present. [Cor-
porate Decision No. 99-06]

On March 5, 1999, the OCC granted conditional approval
for Citibank, NA, New York, NY, to expand the activities of
an existing operating subsidiary and thereby make a mi-
nority, non-controlling investment in the three Delaware
limited liability companies (LLCs). The LLCs offer elec-
tronic bill payment and presentment services through the
Internet. [Conditional Approval No. 304]

On March 19, 1999, the OCC granted conditional approval
for Wells Fargo Bank, N.A., San Francisco, California, to
expand the activities of an existing operating subsidiary
to include holding a minority investment in a corporation
that will sell and lease check cashing machines to third
parties. [Conditional Approval No. 307]

On March 26, 1999, the OCC granted approval for National
Bank of Commerce, Memphis, Tennessee, to establish an
operating subsidiary to hold a leasehold interest in several
historic structures and to receive rehabilitation tax credits
under IRC 47. The tax credits, which could not be utilized
by the bank's customer that is rehabilitating the historic struc-
tures, will be used to reduce the customer's borrowing costs
on the rehabilitation financing provided by the bank. [Cor-
porate Decision No. 99-07]

Community Reinvestment Act
Decisions

On February 19, 1999, the OCC approved a series of trans-
actions that resulted in the acquisition of Bank of America
Texas, National Association, Dallas, Texas, and the New
Mexico branches of Bank of America National Trust and
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Savings Association, San Francisco, California, into
NationsBank, National Association, Charlotte, North Caro-
lina. While the OCC did not directly receive any comments
on these transactions, the OCC investigated the concerns
relating to the banks activities in Texas and New Mexico
that were raised in letters and testimony received by the
Federal Reserve Board in connection with the holding com-
pany merger application. The OCC's investigation and
analysis of the issues raised indicated no basis for deny-
ing or conditionally approving the applications. However,
BankAmerica Corporation (the parent holding company for
NationsBank, National Association) represented to the OCC
that it will provide public reports on its progress in meeting
the goals of its publicly announced, 10-year, $350 billion
community reinvestment and development commitment.
BankAmerica Corporation will also provide the OCC with
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copies of every national, state, and local report produced
during the life of the commitment. [CRA Decision No. 89]

On March 15, 1999, the OCC approved the merger of PNC
National Bank (PNC), Wilmington, Delaware, a CEBA credit
card bank, into MBNA America Bank, National Associa-
tion (MBNA), Wilmington, Delaware. The OCC received a
joint comment from two community organizations raising
numerous concerns regarding MBNA's CRA performance.
The community organization raised concerns with MBNA's
defined CRA assessment area, the level of MBNA's com-
munity development loans, and the level of MBNA's sup-
port for housing and small business counseling. The OCC
investigated those concerns and concluded that the
bank's record of CRA performance was consistent with
approval of this transaction. [CRA Decision No. 92]



Appeals Process

Appeal 1—Appeal of Composite
CAMELS Rating of 3 and “Needs
to Improve” CRA Rating

Background

A bank formally appealed the 3 management rating and
the 3 composite rating assigned in its most recent re-
port of examination (ROE). Senior management and the
board believed the ratings were incorrect based on the
following:

o Inappropriate characterization of matters requiring
board attention (MRBA) as a repeat criticism; and

o Inappropriate criticism of the new product devel-
opment process, when the bank had not yet in-
curred any exposure from these new products.

The bank also appealed the Community Reinvestment
Act (CRA) rating of “Needs to Improve.” The bank noted
that rating was based on:

o A low percentage (22 percent) of the bank’s lend-
ing in its assessment area, and

o A small percentage of the bank’s lending to busi-
nesses of different sizes; 16 percent of the bank’s
commercial loans were to small businesses, and
27 percent of the loans were of a loan amount less
than $100,000.

The bank concurred with the percentages arrived at, but
disagreed with the individual component ratings as-
signed to “Lending in the Assessment Area” and “Lend-
ing to Borrowers of Different Incomes and to Businesses
of Different Sizes.” Senior management of the bank be-
lieved the statistics were reasonable when their busi-
ness strategy was taken into account. The appeal also
noted the bank’s prior CRA rating was “outstanding.”

Factual Errors

The appeal submission detailed what management be-
lieved were five factual errors in the ROE:

L The statement that the increase in nonaccrual loans
was due to an OCC examination finding.

o The statement that qualitative factors are not used
in the analysis of the allowance for loan and lease
losses (ALLL), and that management does not re-
view changes in the composition of classified as-
sets in analyzing the ALLL.

o The statement in the ROE that financial statement
spreads are incorrect, and that debt service cov-
erage analysis has been frequently manipulated
to show coverage in the best possible light.

o The matters requiring board attention (MRBA) re-
flected as repeat criticisms.

o The recommendation to formalize the new product
process to include comprehensive and formalized
risk analysis.

Increase in Nonaccrual Loans

In the appeal, bank management objected to the bank
initiated increase in nonaccrual loans being reflected as
OCC adjustments. Once an examination has com-
menced, it is OCC procedure to reflect all loan status
changes in the examination conclusions. If the changes
were a result of management action, it is appropriate to
reflect that management initiated the changes, but this
does not preclude the changes from being reflected as
part of the examination conclusions.

Analysis of the Allowance for Loan and
Lease Loss

Comments in the ROE indicated management had not
been using qualitative factors to estimate inherent loss
in the Pass portion of the loan portfolio, such as
changes in the volume and severity of past due and
classified loans. The appeal stated the bank has been
using a dual methodology for reviewing the adequacy
of the allowance for loan and lease losses (ALLL). The
bank’s methodology included a comparison to an in-
dependent benchmark and using the format outlined
in Banking Circular 201 (including consideration of quali-
tative factors); and have used this methodology for
several years. The appeal stated that for the past two
years regulators and the independent public accoun-
tant had accepted the bank’s methodology without criti-
cism. Based on these comments, management deter-
mined that the comment in the ROE indicating the bank
does not use qualitative factors was incorrect. The
ombudsman’s review of the work papers determined
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that the supervisory office adjustments focused on two
portfolios that experienced 22 percent growth and were
planned for additional 50 percent growth going forward.
ROE comments did not clearly reflect the concern with
the limited use of qualitative factors to determine the
adequacy of the ALLL.

Inaccurate and Manipulation of Financial
Statements

The appeal stated that the ROE comments regarding
material errors in financial statement spreads were in-
correct. The ROE recommended the establishment of
quality control over the accuracy of financial statement
spreads. It also stated that loan review had found mate-
rial errors in approximately 25 percent of cash flow state-
ments. The appeal states that the bank uses a com-
puter-generated spread package that is not changeable
by the credit analysts; however, errors have been made
in the manual conversion from the standardized spread
information into a proprietary risk screening tool. Man-
agement and the board were aware of these errors. While
the ombudsman concluded that the statement on the
accuracy of the financial statement spreads was incor-
rect, the issue of making decisions on erroneous finan-
cial information is cause for concern.

Repeat Matters Requiring Board Attention

The appeal also noted that the OCC examination team
listed matters requiring board attention (MRBA) as re-
peat criticisms from the previous ROE. The board and
management disagreed with this characterization and
provided a listing of MRBA from both examinations to
illustrate their posture on this issue. The board and man-
agement were correct in noting that there was only one
repeat MRBA detailed in the examination being ap-
pealed; however, weaknesses were again identified in
lending, which is the bank’'s most significant activity.
The lending area had been the subject of MRBA in the
last three ROEs.

New Product Development Process

One of the issues contained in the MRBA dealt with the
bank’s need to formalize a new product process. The
appeal noted that at the time of the examination the
bank was just beginning to underwrite its first live trans-
action in the new financing program and found it neces-
sary to alter some procedures because the actual infor-
mation was different than anticipated. The bank acknowl-
edged their interest as an innovator and advocate for
new products. They also maintained that there were no
loans outstanding in any new product category and the
highly critical focus by examination team to new prod-
ucts in the ROE was inappropriate.
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The ability of management to respond to and address
the risks that may arise from changing business condi-
tions, or the initiation of new activities or products, is an
important factor in determining the overall risk profile of
the bank. This institution had a history of being innova-
tive in developing new products. The ombudsman de-
termined, while the bank had not booked any new prod-
ucts at the time of the examination, a formalized new
product process, whether there was exposure booked
or not, was a sound recommendation for this organiza-
tion, given their appetite for product innovation.

Management Rating
Background

The appeal submission states that the board and
management’s practices and performance was not less
than satisfactory given the nature of the bank’s activities.
The submission lists the following items as significant
changes that have occurred since the last examination:

o Significant progress has been made in enhancing
credit administration and controls;

o Successful execution of an initial public offering
that trebled total capital in the bank; and

o The bank has demonstrated its ability to under-
write and service quality commercial loans by vir-
tue of its success in capital market activities.

Discussion and Conclusion

The management rating is designed to reflect the qual-
ity of board and management supervision of the insti-
tution. Management practices differ depending on the
size and complexity of the organization. Complex or-
ganizations require a stronger framework of systems
and controls. Having gained an understanding of the
complexity of the bank’s activities and despite the
size of the bank, the ombudsman determined activi-
ties in this institution required formalized systems and
controls. Over the last three years, significant weak-
nesses in risk management systems and controls were
detailed within ROEs. While management made sig-
nificant progress in some areas, other areas lagged
in implementation of appropriate processes to iden-
tify, measure, monitor, and control risks associated
with the bank’s activities. The ROE addressed sev-
eral weaknesses in risk management systems asso-
ciated with the bank’s lending practices. The lending
control weaknesses dealt with the lack of officer ac-
countability for assigning risk rating and the volume
of inaccurate risk ratings identified during the exami-
nation. The bank had a history of inaccurate officer
ratings and lack of accountability.



OCC Bulletin 97-1, “Uniform Financial Institutions Rat-
ing System and Disclosure of Component Ratings” (Janu-
ary 3, 1997), reflects an increased emphasis on risk
management processes, particularly in the management
component. This bank’s management team had experi-
enced significant successes, which were highlighted in
the appeal. However, risk management processes had
not been commensurate with the complexity of their ac-
tivities or development of new products. At the time of
the examination, risk management activities needed
strengthening to ensure problems or significant risks
were adequately identified, measured, monitored, and
controlled. The ombudsman determined the assigned 3
management rating was appropriate given the concerns
regarding risk management systems.

Composite Rating
Background

The appeal stated the bank’s composite rating was low-
ered from a 2 to a 3 rating, when the financial perfor-
mance of the bank had strengthened. The bank pro-
vided a recap of financial indicators. At the last exami-
nation the bank’s assigned C/CAMELS ratings were 2/
233222, while at the appealed examination they were 3/
233122. The appeal submission stated the only change
from the prior examination was an improvement in earn-
ings and that the capital rating arguably could have been
1 rated. Bank management also commented that sub-
sequent to the examination, but well in advance of the
issuance of the ROE, a substantial amount of capital
was downstreamed to the bank, increasing the leverage
ratio. In the board and management’s opinion, the OCC
should not have had any material supervisory concerns.

Discussion and Conclusion

The appeal, appropriately, discussed the financial perfor-
mance of the institution. The strong capital base and level
of earnings the bank generated certainly warrant consid-
eration when assigning the composite rating. However,
those areas by themselves are not the basis for determi-
nation of this rating. A composite rating should incorpo-
rate any factor that bears significantly on the overall con-
dition and soundness of the institution. The ability of
management to address the risks confronting an organi-
zation is an important factor in evaluating the overall risk
profile and determining the level of supervisory attention.
The board and management’s lack of diligence in effec-
tively addressing risk control functions detailed in previ-
ous ROEs, within appropriate time frames, was again
demonstrated with three of the four MRBA identified in
the examination under appeal focusing on this issue. As
discussed above, the risk management concerns regard-
ing the bank’s lending activities have received specific

attention in the last three ROEs. Left unchecked, these
concerns have the potential to become more severe in an
economic downturn, particularly because this bank’s tar-
get market is the manufacturing sector. Therefore, the
ombudsman found the assigned 3 composite rating ap-
propriate, considering weaknesses in the bank’s risk
management systems.

CRA Appeal

Background

In the CRA appeal, the board and management stated
that although they agree with the numerical analysis used
to determine the CRA rating, the statistics are reason-
able when the bank’s business strategy and performance
context is taken into account. Further, based on dollar
volume of credit extended within the bank’s assessment
area, the bank has satisfactorily performed under the
CRA regulations. The appeal noted the bank does not
fit the profile of a typical community bank. It special-
izes in providing credit, trade, and depository services
to small and medium size manufacturing companies lo-
cated in the United States and several international
emerging markets. The bank’s typical borrower is a pri-
vately owned and operated company with annual sales
of $2-25 million, and has been in business for at least
three years. The bank extensively uses government
guaranteed loan programs and typically will sell either
the entire loan or the guaranteed portion of the loan,
while retaining servicing rights.

The bank accomplishes its business strategy through
the operation of one full-service office and eight loan
production offices (LPOs) throughout their geographic
region of the country. In addition, the bank has con-
tracts with 11 international agents located in the emerg-
ing markets of South America, Central America, Mexico,
Middle East, Asia, South Pacific, and South Africa.

Discussion

Given the bank’s business strategy and performance
context, the key issue in this appeal was if the bank had
satisfactorily met the credit needs of its community. The
facts involved in this appeal are not in dispute. The su-
pervisory office did not dispute, and indeed used in its
evaluation of the bank’s CRA efforts, the statistical analy-
sis prepared by the bank’s CRA officer. The “needs to
improve” rating was based on the determination that the
bank “does not meet standards for satisfactory perfor-
mance” for two assessment criteria—“Lending in As-
sessment Area” and “Lending to Borrowers of Different
Incomes and to Businesses of Different Sizes.” Further,
the “Loan to Deposit Ratio” and “Geographic Distribu-
tion of Loans” were found to “exceed the standards for
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satisfactory performance” and “meet the standards for
satisfactory performance,” respectively.

To reach a conclusion on this appeal, the ombudsman
carefully considered the bank’s business strategy and
performance context to determine the impact on the
bank’s overall CRA assessment.

Performance Context

In evaluating a bank’'s CRA activities, a full understand-
ing of the performance context in which it operates is
necessary. The performance context considers the eco-
nomic condition and demographics of the assessment
area, competition, and the types of products and ser-
vices offered by the bank. In the case of this bank’s
CRA evaluation, the performance context was an inte-
gral component of the ombudsman’s analysis because
of the unique business plan and product delivery sys-
tems employed by the bank. While the CRA activities of
other similarly situated financial institutions are consid-
ered, bank-by-bank comparisons are not a component
of the overall rating process.

Lending in Assessment Area

In general, an institution that does not originate more
than 50 percent of its lending in its assessment area will
not meet the standards for satisfactory performance.
However, the significance of this factor may be mitigated
when considering performance context issues such as
competition, economic conditions, a bank’s product line,
or a bank’s business strategy. In addition, when an in-
stitution has a high level of lending outside its assess-
ment area because of the use of non-traditional product
delivery systems, favorable consideration may be given
for loans to low- and moderate-income persons and for
small businesses and farm loans that are made outside
the assessment area, provided the institution has ad-
equately addressed the needs of its assessment area.

During the CRA evaluation period, the bank originated
16 percent of its loans within its assessment area and
84 percent of its loans outside its assessment area. In
addition, only 22 percent of the total number of loans
originated during the evaluation period were made within
the bank’s assessment area. The bank’s business strat-
egy of selling either whole loans or the guaranteed por-
tion of loans allowed it to provide significantly more small
business credit than it could using a more traditional
approach. This strategy enabled a $200 million dollar
bank to originate almost $500 million in loans during the
two-year evaluation period. In terms of total small busi-
ness lending, as reported to the Federal Financial Insti-
tutions Examination Council, the bank compares favor-
ably to two large banks in the area and to the average
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per bank data. In 1996, the average reporting bank in
the state originated $12 million in small business loans,
while this bank originated more than $37 million.

While lending in the bank’s assessment area in dollar
terms is favorable, the ratio of total lending inside ver-
sus outside of the assessment area is less than 50 per-
cent. However, it is clear that the loans made outside of
the assessment area through the LPOs are consistent
with the bank’s business strategy. Even though lending
in the bank’s assessment area technically does not meet
the standards for satisfactory performance, this factor
should not negatively affect the evaluation of the bank’s
overall CRA performance. Therefore, while the ombuds-
man did not change the conclusion for this factor, it was
determined that the impact of not meeting this standard
should be mitigated on the overall CRA evaluation when
the performance context is considered.

Lending to Borrowers of Different Incomes and
to Businesses of Different Sizes

Under the small bank CRA procedures, commercial lend-
ing performance is evaluated based on the number and
volume of loans to businesses of different sizes. Loans
made to businesses with revenues less than $1 million
are considered small business loans under the CRA regu-
lation. When sufficient data is not available to analyze
these assessment criteria, examiners may consider loans
that were less than $100 thousand when originated, as a
proxy for business size.

During the CRA evaluation period, the bank originated 8
percent by dollar amount and 16 percent by number of
the loans in the assessment area to businesses with
gross annual revenues of less than $1 million. While
approximately 39 percent of the average bank’s small
business loans are to businesses with gross annual rev-
enues of less than $1 million, this bank only made 11
percent of its small business loans to such businesses.
In addition, 14 percent of the small business loans the
average bank originates are less than $100 thousand,
compared with this bank’s 5 percent.

Community contacts within the bank’s assessment area
identified the need for micro-loans and start-up loans to
small business owners. By targeting borrowers with gross
annual revenues between $2-25 million, the bank limited
its ability to meet the credit needs of very small business
owners. Strict adherence to the business strategy limits
the bank’s ability to meet these needs of their community.

Therefore, when considering all relevant facts and circum-
stances, the ombudsman concurred with the findings of
the supervisory office that the bank does not meet the
standards for satisfactory performance under this factor.



Conclusion

Based on the available data, the ombudsman concluded
that the bank’s CRA performance for the evaluation pe-
riod was more reflective of a “satisfactory record of meet-
ing the community’s credit needs” than the assigned
“needs to improve.” While “Lending in the Assessment
Area” did not meet the standards for satisfactory perfor-
mance, the impact of this conclusion on the overall CRA
rating was mitigated by the bank’s business strategy,
product line, and performance context issues. This
coupled with the positive conclusions for the “Loan to
Deposit Ratio” and the “Geographic Distribution of
Loans” further supports an overall performance rating of
“satisfactory record of meeting the community’s credit
needs.” The rating for “Lending to Borrowers of Different
Incomes and to Businesses of Different Sizes” remains
unchanged.

Appeal 2—Appeal of Component
and Composite Ratings and
Report of Examination
Conclusions (ROE) regarding the
Internal Audit Process and the
Custody Arrangement

Background
A national bank formally appealed the following:

o The Composite Uniform Financial Institutions rat-
ing of 3, and the conclusion that the overall condi-
tion of the bank was less than satisfactory.

o The ROE conclusions relating to capital adequacy,
earnings, liquidity, sensitivity to market risk, and
the internal audit process.

o The ROE conclusion that the level of supervision
by management and the board was less than sat-
isfactory, i.e., management rating.

o ROE conclusion pertaining to a certain custodial
arrangement.

The appeal highlighted the bank’s position on each of the
individual component ratings, the internal audit process,
the composite rating, and the custody arrangement. In
this appeal summary, the discussion and conclusion on
each of the appealed component ratings and internal au-
dit issues will be discussed individually, followed by an
overall discussion and conclusion on the composite rat-
ing and the custodial arrangement.

Discussion and Conclusion
Capital—Report of Examination Rating 3

The appeal stated that with its existing capital ratios the
bank was “well-capitalized,” yet the OCC concluded that
capital was unsatisfactory. The appeal further stated that
this was inappropriate because the OCC should have
realized that the bank’s capital position would improve
in the coming months with planned reductions in certain
exposures. According to the bank, the OCC seemed to
base its conclusions on the bank’s recent rate of asset
growth and on comparisons with the bank’s peers, not
on the established regulatory benchmarks for measur-
ing capital adequacy.

A financial institution is expected to maintain capital com-
mensurate with the nature and extent of its risks and
management’s ability to identify, measure, monitor, and
control these risks. The bank’s risk profile increased pri-
marily due to rapid asset growth and a large concentra-
tion of exposure in high-risk emerging countries. At the
time of the examination, the bank’s criticized assets
doubled, earnings performance was only fair, and weak-
nesses were noted in the allowance for loan and lease
losses (ALLL) methodology, loan administration, and op-
erations. While the bank’s capital and strategic plans called
for continued growth, efforts to increase capital had not
been successful. Although the bank met the prompt cor-
rective action (PCA) benchmark ratios, there were signifi-
cant qualitative factors that supported the need for addi-
tional capital. The capital posture did not fully support
the bank’s risk profile, even though the quantitative ratios
exceeded the minimum statutory requirements. There-
fore, the ombudsman concluded that the assigned 3 rat-
ing was appropriate at the time of the examination.

Management—ROE Rating 3

The appeal stated that the OCC’s view that manage-
ment and the board did not adequately supervise the
bank was based on a faulty two-pronged analysis. First,
it incorrectly assumed that the bank’s overall condition
was less than satisfactory. Secondly, it rested on two
events that occurred at the bank, the increase in an
emerging market exposure and a certain custodial ar-
rangement. The appeal stated that neither of these events
was indicative of lax supervision at the bank.

The management rating reflects the quality of board and
management supervision of a bank. Management prac-
tices differ depending on the size and complexity of the
organization. Risk management practices and controls
should be commensurate with the bank’s risk profile and
complexity. The ability and willingness of management
to respond to changing circumstances and to address
risks that may arise from changing business conditions
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in a timely manner are important factors in determining
the management rating. The ombudsman recognized the
tenure and experience of the management team and the
board; however, at the time of the examination, manage-
ment had not implemented risk management processes
to adequately identify, monitor, and control risk in key
areas of the bank, such as capital, liquidity management,
concentrations, and supervision of affiliate activities. The
ombudsman concluded that at the time of the examina-
tion, the assigned 3 rating was appropriate.

Earnings—ROE Rating 3

The appeal indicated that earnings were stable and that,
prior to agreeing to record an almost $2 million ALLL
provision against 1997 earnings, the bank’s return on
equity would have been in excess of 13 percent and its
return on assets would have been 0.68 percent.

Pursuant to OCC Bulletin 97-1, “Uniform Financial Institu-
tions Rating System and Disclosure of Component Rat-
ings,” the earnings rating reflects not only the quantity
and trend of earnings, but also factors in events that may
affect the sustainability or quality of earnings. Earnings
should be sufficient to support operations and to provide
for the accretion of capital and adequate provisions to
the ALLL. The bank’s 1997 earnings performance was
sufficient to support operations and the ALLL, but capital
augmentation was minimal considering the bank’s growth.
Trends noted in lower asset yields, higher deposit costs,
and increased provisions were factored into the analysis.
Based on this, the ombudsman concluded that a 3 rating
was appropriate, at the time of the examination.

Liquidity—ROE Rating 3

The appeal indicated that the OCC'’s 3 rating was based
on a set of contingencies that are highly unlikely to
occur. The bank does not believe that they are at risk
of losing their ability to attract brokered deposits, its
principal source of funding. The appeal also stated that
the bank has access to substantial sources of stable
capital that could and would be used if its ability to
accept brokered deposits were in jeopardy.

The bank has high liquidity risk based on its capital posi-
tion and the increased risk resulting from the bank’s expo-
sure in some of their emerging markets portfolios. In addi-
tion, the bank did not have an adequate contingency fund-
ing plan should its eligibility for brokered deposits become
jeopardized. Based on these factors, the ombudsman
determined that a 3 rating appropriately reflected the bank’s
liquidity posture at the time of the examination.

Sensitivity to Market Risk—ROE Rating 3

The appeal stated that the 3 rating was assigned solely
on the basis of a certain foreign country exposure. The
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ROE stated that interest rate and foreign exchange risks
were considered low at the time of the examination and
that the rating was assigned based on the foreign coun-
try exposure. The ombudsman concluded that a 2 rating
was more reflective of the condition of this area, at the
time of the examination rather than the assigned 3 rating.

Internal Audit Process

The appeal stated that the bank’s internal audit process
was considered less than satisfactory by the OCC be-
cause the audit schedule had not been completed and
that the bank’s audit committee had not met from late
1996 through mid-1997. The appeal also discussed a
number of events occurring in early 1997 that adversely
affected the internal audit function. The appeal stated
that there were no negative repercussions in the bank
during the period in which the events occurred.

While the ombudsman acknowledged the bank’s arguments
regarding the various audit function weaknesses noted in
the ROE, there was need for improvement, particularly in
light of the high operational risks noted in certain areas
such as in Treasury. Although some weaknesses, individu-
ally, could have been mitigated by unplanned events that
occurred during the examination, collectively they posed
a concern that warranted management and the board’s
attention. OCC Bulletin 98-1, “Interagency Policy State-
ment on Internal Audit and Internal Audit Outsourcing”
(January 7, 1998), states in part that “In discharging their
responsibilities, directors and senior management should
have reasonable assurance that the system of internal con-
trol prevents or detects inaccurate, incomplete or unautho-
rized transactions; deficiencies in the safeguarding of as-
sets; unreliable financial and regulatory reporting; and de-
viations from laws, regulations, and the institution’s poli-
cies. . . . Directors should be confident that the internal
audit function meets the demands posed by the institution’s
current and planned activities.”

Bank management indicated to the ombudsman that
most of these audit deficiencies had been corrected
subsequent to the examination.

Composite Rating (ROE Rating 3) and
Summary

The bank’s appellate submission stated that based on
the bank’s discussions of the component ratings, its
overall condition during the period covered by this ex-
amination was not less than satisfactory. The appeal
indicated that many of the conclusions in the ROE were
reached with no factual or other evidentiary support. It
further stated that the conclusions were inconsistent with
the true condition of the bank and seemed designed to
serve a justification for the 3 rating, rather than an accu-
rate description of the bank’s condition.



The OCC Bulletin 97-1, “Uniform Financial Institutions
Rating System,” states:

Financial institutions . . . [rated 3] exhibit some de-
gree of supervisory concern in one or more of the
component areas. These financial institutions ex-
hibit a combination of weaknesses that may range
from moderate to severe. . . . Management may
lack the ability or willingness to effectively address
weaknesses within appropriate time frames. Finan-
cial institutions in this group generally are less ca-
pable of withstanding business fluctuations and are
more vulnerable to outside influences than those
institutions rated a composite 1 or 2. . . . Risk man-
agement practices may be less than satisfactory
relative to the institution’s size, complexity, and risk
profile. These financial institutions require more than
normal supervision which may include formal or in-
formal enforcement actions. Failure appears unlikely,
however, given the overall strength and financial ca-
pacity of these institutions. [Fed. Reg.: December
19, 1996, Vol. 61, No. 245, p. 67026]

At the time of the examination, the bank exhibited a
significant degree of supervisory concern because of
its rapid growth, increased exposure in particular emerg-
ing markets, and their impact on the bank’s capital, earn-
ings, and liquidity positions. Furthermore, the bank had
not implemented risk management processes to ad-
equately identify, monitor, and control risk in key areas
of the bank, such as capital, liquidity management, con-
centrations, and supervision of affiliate activities. Based
on this, the ombudsman determined that the 3 compos-
ite rating was reflective of the condition of the bank at
the time of the examination. Additionally, these adverse
trends and concerns continued through the processing
of this appeal.

Custody Arrangement

The bank also appealed the OCC’s conclusion that a
custodial arrangement between the bank and its foreign
affiliate constituted an unsafe and unsound banking prac-
tice and a violation of section 23B of the Federal Re-
serve Act, 12 USC 371c-1. The appeal states that while
the custody arrangement with its affiliate could have been
better documented and administered, it did not consti-
tute an unsafe and unsound banking practice and did
not result in a violation of law as noted in the ROE. The
ombudsman reviewed this issue and carefully consid-
ered the points of discussion in the appeal and in the
bank’s outside counsel’s letter.

Although banking is characterized by risk-taking, this ar-
rangement reflected characteristics that were not prudent
banking practices. For example:

o The bank’s sole purpose for entering into an agree-
ment was to inflate the affiliate’s balance sheet.

o The bank participated in a repurchase agreement
with little direct knowledge of the foreign country’s
central bank custody and control practices and
had to rely on the counterparty for the expertise.

o The officer normally responsible for administering
custody and similar arrangements was unaware of
the agreement and related accounts.

L The board was not notified of this agreement, even
though they had been previously served with civil
money penalties for similar transactions.

o No one from the bank had signed the agreement.

L The bank did not maintain records or statements
to track and report proceeds from any of the ac-
count transactions, other than original wires be-
tween the bank and its affiliate.

Furthermore, the ombudsman determined that the ar-
rangement was not “on terms and under circumstances
that in good faith would be offered to, or would apply to,
nonaffiliated companies.” Therefore, the ombudsman
concluded that the custody arrangement was an unsafe
and unsound practice and violated section 23B of the
Federal Reserve Act, 12 U.S.C. 371c-1.

Appeal 3—Appeal of OCC’s
Interpretation of the Risk-Based
Capital Treatment of Assigned
Residual Interests in Asset
Securitizations

Background

A bank formally appealed the OCC'’s interpretation of
the risk-based capital treatment of assigned residual
interests in asset securitizations. Specifically, the bank
appealed the supervisory office decision that the as-
signment of a portion of the residual interest would not
result in a lower capital charge for the bank on the re-
course exposure created by those residuals.

The bank asserted that because the assigned residual
interests share in the losses on the underlying loans
sold into the securitization, the bank should be permit-
ted to lower its total risk-weighted assets for risk-based
capital purposes by a similar proportion. The bank fur-
ther indicated that the transferred portions of the re-
siduals creating the recourse obligation to third parties
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is structured in a manner that assures a pro-rata shar-
ing of all risk and losses. In support of this contention,
the bank refers to the glossary section of the March
1998 Call Report Instructions under the heading, “Sales
of Assets for Risk-Based Capital Purposes” (p. A-72)
(http:/iwww.fdic.gov/banknews/callrept/crinst/398gloss.pdf).
The instructions state the following:

However, if the risk retained by the seller is limited
to some fixed percentage of any losses that might
be incurred and there are no other provisions re-
sulting in retention of risk, either directly or indi-
rectly, by the seller, the maximum amount of pos-
sible loss for which the selling bank is at risk (the
stated percentage times the amount of assets to
which the percentage applies) is subject to risk-
based capital and reportable in Schedule RC-R
and the remaining amount of the assets transferred
would be treated as a sale that is not subject to
the risk-based capital requirements. For example,
a seller would treat a sale of $1,000,000 in assets,
with a recourse provision that the seller and buyer
proportionately share in losses incurred on a ten
percent and 90 percent basis, and with no other
retention of risk by the seller, as a $100,000 asset
sale with recourse and a $900,000 sale not subject
to risk-based capital.

Discussion

The OCC's interpretation was that the bank’s assign-
ment of a portion of its retained residual interest in
securitization transactions should not result in a re-
duction of the bank’s overall level of required capital.
As a class, both the assigned and retained residual
interests are wholly subordinate to the claims of cer-
tificate holders, and there is no pro-rata loss sharing
with those senior interests. The bank has not suffi-
ciently limited its losses to a fixed percentage of
losses on the underlying loans. Consequently, the full
amount of underlying loans are considered sold with
recourse, and should be included in the bank’s calcu-
lation of risk-weighted assets.

In order to appropriately resolve the issues identified in
the appeal, it was essential that the ombudsman con-
sider them in the context of on-going interagency capi-
tal policy deliberations and the resolution of similar is-
sues with other institutions. An interagency working
group was scheduled to review this issue at a meeting
in March 1999.

Conclusion
Until such time as a joint interagency decision was

reached on the underlying issues, the ombudsman opted
to permit the bank to continue its current risk-based
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capital treatment. The bank’s treatment reduced the capi-
tal requirement in proportion to the percentage of the
residuals assigned to third parties.

The bank was to be informed when the agencies reached
a final decision, and of any risk-based capital adjust-
ments, which may be necessary.

Subsequent Event

The Federal Reserve Board, the Federal Deposit Insurance
Corporation, the Office of Thrift Supervision, and the OCC
reviewed this policy issue in March 1999, and reached a
consensus that conforms to the OCC's original interpreta-
tion as conveyed to the bank. This consensus reaffirms that
when a bank retains risk of credit loss in connection with a
transfer of assets, those assets must be included in the
bank’s calculation of risk-weighted assets, subject to the
low-level recourse rule. Notwithstanding the assignment of
a portion of a residual interest in a securitization, the re-
tained residual interest continues to give rise to a concen-
tration of credit risk, relative to the underlying pool, for which
the recourse capital requirement remains appropriate.

Consequently, for each pool of securitized loans, the banks
should hold risk-based capital equal to the lesser of (a) 8
percent of the risk weighted amounts of the outstanding
loans in the pool, or (b) the bank’s maximum loss in the
event the entire pool of loans defaulted. For this purpose,
the bank’s maximum loss exposure includes the book value
(determined under GAAP) of any interest it holds in the pooal,
as well as any contractual obligation to reimburse the pool
or investors for losses in the pool. If the bank’s maximum
loss exposure exceeds 8 percent of a pool’s risk-weighted
assets, the full amount of the underlying loans are consid-
ered sold with recourse and should be included in the bank’s
calculation of risk-weighted assets. However, should the
bank’s maximum loss exposure fall below 8 percent of the
risk-weighted amount of the outstanding loan balances in
the pool, the position would be eligible for more advanta-
geous treatment under the low-level recourse rule.

The bank was informed of this decision.

Appeal 4—Appeal of Denial of de
Novo Charter

Background

An organizing group appealed the decision of the Of-
fice of the Comptroller of the Currency’s (OCC'’s) li-
censing division, Bank Organization Structure (BOS),
to deny their application to establish a de novo char-
tered bank.



The organizing group expressed concern and disagree-
ment with several reasons provided in the denial letter
as the basis for denying the charter application. The
group’s appeal primarily focused on:

1. Inconsistencies in what they were told during the
field investigation and what the denial letter stated;

2. Concerns expressed in the denial letter with the
organizing group’s lack of banking experience;

3.  OCC concerns with the proposed bank’s operat-
ing plan;

4. OCC comments about the proposed president/
chief operating officer (CEO); and

5.  Comments in the denial letter that indicate the group
had not provided information on their plans to mar-
ket the proposed bank’s stock.

Discussion

While all concerns in the appeal were investigated and
discussed with the appropriate parties, the ombudsman
decided that opining on the propriety of the comments
presented in the denial letter would not lead to a deci-
sion on whether a charter should be granted. The om-
budsman determined the best approach to resolve this
appeal would be to independently assess the informa-
tion in the BOS application file and make a determina-
tion on the merits of the information as to whether the
charter should be granted.

After reviewing the information, the ombudsman applied
the criteria outlined in the regulation established for the
purpose of providing guidance on granting bank char-
ters to organizers of a proposed bank. 12 CFR 5.20,
“Organizing a bank,” is explicit in outlining the impor-
tance of the operating plan on the OCC'’s decision to
grant a national charter. Specifically:

(h) Operating plan—(1) General. (i) Organizers of a
proposed national bank shall submit an operating
plan that adequately addresses the statutory and
policy considerations set forth in paragraphs (e)
and (f)(2) of this section. The plan must reflect sound

banking principles and demonstrate realistic as-
sessment of risk in light of economic and competi-
tive conditions in the market to be served.

(i) The OCC may offset deficiencies in one factor
by strengths in one or more other factors. How-
ever, deficiencies in some factors, such as unreal-
istic earnings prospects, may have a negative in-
fluence on the evaluation of other factors, such as
capital adequacy, or may be serious enough by
themselves to result in denial. The OCC considers
inadequacies in an operating plan to reflect nega-
tively on the organizing group’s ability to operate a
successful bank. [12 CFR 5.20(h)]

The group’s operating plan contained inconsistencies
and assumptions that were not adequately explained.
As an example, it was difficult to understand how the
proposed institution would achieve deposit growth of
4 percent per year when the entire market had only
experienced average growth of 1 percent in the four
years presented in their deposit analysis. Addition-
ally, a market penetration strategy that assumed the
bank could pay less than market rate on deposits,
when other banking professionals interviewed indi-
cated deposits in that area were rate sensitive, did
not appear realistic.

Conclusion

While the group was convinced that there was a need
for a locally owned bank, they did not submit an operat-
ing plan that demonstrated the proposed bank could
reasonably be expected to achieve and maintain profit-
ability. The other issues discussed in the denial letter
by themselves were not insurmountable had the operat-
ing plan been sound. While those issues did not form
the basis for the ombudsman’s decision, they offered
no support to warrant granting a charter to the organiz-
ing group. In considering whether any factors were
present to mitigate the weaknesses in the operating plan,
the ombudsman determined there were no other factors
to offset weaknesses of the plan. Therefore, the om-
budsman upheld the denial of the charter, based on the
poor operating plan.
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Statement of John D. Hawke Jr., Comptroller of the Currency, before
the d.S. House Committee on Banking and Financial Services, on
H.R. 10, the Financial Services Act of 1999, Washington, D.C.,

February 12, 1999

Statement required by 12 USC 250: The views expressed
herein are those of the Office of the Comptroller of the
Currency and do not necessarily represent the views of
the President.

Introduction

Mr. Chairman, thank you for the opportunity to appear
before you today to discuss H.R. 10, the “Financial Ser-
vices Act of 1999.” Virtually everyone agrees that the
laws that currently prohibit affiliations among banks and
other financial services providers and limit the ability of
banking organizations to diversify their financial activi-
ties are archaic. Changing these laws in ways that pro-
mote increased competition, greater efficiency, and more
effective delivery of financial products to consumers will
strengthen U.S. financial services firms and benefit their
customers.

Financial modernization is both a political process and
the process of innovation in a competitive marketplace.
Every day, financial services firms evolve and adapt to
serve the changing needs of their customers. Techno-
logical advances and the development of new financial
products and services have increasingly blurred the old
lines that once separated the offerings of banks, securi-
ties firms, and insurance companies. As a result, con-
sumers of financial services now have a greater choice
of financial services and products, at more competitive
prices.

An important goal of financial modernization legislation
should be to ensure that the government does not impede
or frustrate the process taking place in the marketplace.
Of course, some constraints are necessary to ensure that
the interests of consumers are properly protected, and that
important governmental interests are safeguarded. But leg-
islation that is crafted to preserve competitive advantages
for particular interests, to discriminate against any seg-
ment of the industry, or to limit the choices financial firms
have for organizing their businesses for no compelling or
clearly demonstrable public policy purpose retards the real
and dynamic financial modernization already occurring in
the marketplace. Even more significantly, legislation that
will diminish the safety and soundness of our insured fi-
nancial institutions should not be enacted under the guise
of “financial modernization.” | am greatly concerned that
some aspects of H.R. 10 may have this effect.

In my testimony today, | will discuss why | believe that
financial modernization legislation should be pursued in
a form that will not interfere with the free operation of
financial markets, except to the degree necessary to
protect fundamental and clearly demonstrable govern-
ment interests such as promoting the safety and sound-
ness of our financial system and safeguarding the inter-
ests of consumers. | will then broadly address the pro-
visions of H.R. 10 that relate to bank organizational struc-
ture, insurance activities, and consumer protection is-
sues. | am attaching to my testimony a more detailed
analysis of the bill's provisions and the Office of the
Comptroller of the Currency’s (OCC) views on the major
issues it presents. My testimony will highlight some ar-
eas we support and those that concern us.

Modernization Has Been Occurring in
Financial Markets

Federal laws restricting bank geographic and product
diversification date back nearly 70 years. Although many
restrictions have been removed, allowing banks to be-
come more efficient and competitive, significant con-
straints still exist. Geographic restrictions on bank loca-
tion were dramatically reduced when the Riegle-Neal
Interstate Banking and Branching Efficiency Act was
passed in 1994. However, other laws restricting the ac-
tivities of banking organizations remain, most notably,
the Glass-Steagall Act of 1933, which was intended to
separate commercial banking from investment banking,
and provisions of the Bank Holding Company Act that
confine the ability of corporations owning banks to di-
versify into other financial activities.

It has become clear in recent years that these constraints
segregating various sectors of the financial marketplace
have outlived their usefulness. The financial services
marketplace has undergone enormous changes. Banks,
securities firms, and insurance companies increasingly
offer a similar array of products and services. Regula-
tory and judicial rulings continue to erode many of the
barriers separating the different segments of the finan-
cial services industry. In short, technological and finan-
cial innovation, together with market pressures to offer
consumers a wider array of services, are breaking down
the traditional segmentation of the financial services
marketplace.
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While many financial service providers have been able
to respond to these competitive forces without legisla-
tion, there is a strong case that the time has come for
Congress to unambiguously undo antiquated constraints
that exist in current law and bring the statutory frame-
work into line with the realities and needs of the market-
place. | respectfully regret to say, however, that many of
the provisions in the current version of H.R. 10 impose
new and needless constraints on banks, particularly our
nation’s community banks, and will not permit them to
innovate and compete in the most efficient manner.
Those provisions will have significant adverse effects
on the long-term safety and soundness of our banking
system.

Ability to Diversify Products and
Services is Essential to Banks’
Safety and Soundness

Preservation of the safety and soundness of the bank-
ing system is a fundamental government interest and a
pivotal consideration in any financial modernization leg-
islation. For this reason, we have supported the inclu-
sion of strong safety and soundness provisions, such
as the requirement that all of the banks in a holding
company be well capitalized and well managed, as a
precondition for engaging in expanded activities. But
protecting the safety and soundness of banking institu-
tions involves more than simply writing safeguards
against loss into the law. Providing banks the opportu-
nity to maintain strong and diversified earnings through
a range of prudently conducted financial activities is an
equally critical component of safety and soundness.

Historically, banks have been heavily dependent on net
interest margins—traditional lending—as a source of
earnings. This makes banks particularly vulnerable to
changes in economic conditions. During the 1990s, the
net interest income of commercial banks has declined—
both as a percentage of assets and as a percentage of
net operating revenue—and the growth in the volume of
lending activity due to the strong economy has been
offset by significant compression in bank net interest
margins. At the same time, however, banks have been
able to preserve or enhance their profitability through
growth in non-interest income. In the last 10 years alone,
non-interest income has increased from approximately
30 percent of net operating revenue to 39 percent. Non-
interest income consists primarily of fees, service
charges, commissions, and the performance of data
processing services for others and is equally critical to
large and small institutions trying to enhance and vary
their income streams. Thus, banks’ long-term stability
and viability will be affected by whether they are allowed
to continue to pursue financial activities that produce
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non-interest income to counterbalance the likely contin-
ued reduction in earnings from interest-bearing assets.

Banks can seek additional earnings sources by provid-
ing new products and services or moving into new geo-
graphic markets; or they can improve earnings by re-
ducing their operating costs or increasing their risk pro-
file in their lines of business. The OCC and other finan-
cial institution regulators have increasingly expressed
concern about banks taking on additional credit risks to
achieve high earnings targets, particularly given the slow-
down in global economic activity and the likelihood of
stresses in regional economies. Evidence over the past
year showing deterioration in the quality of loan under-
writing standards for commercial and industrial loans
has been a particular source of worry.

Product, geographic, and income diversification all con-
tribute importantly to bank safety and soundness. Many
different factors have been responsible for the waves of
bank failures that have characterized various periods of
our financial history. However, one consistent factor has
been excessive concentrations—geographic concentra-
tions or concentrations in one or another type of lending.
The high rate of bank failures in the 1920s was largely
confined to small agricultural banks that lacked diversifi-
cation with respect to either geography or lines of busi-
ness. In the early 1980s, banks that had excessive con-
centrations of loans in the oil business and/or in the south-
western region of the United States failed in large num-
bers. Many of the banks that failed in the years 1984-
1986, when agricultural land prices fell more than 40 per-
cent from their 1981 peak, also appear to have suffered
from an inability to diversify. And, finally, in the late 1980s
and early 1990s, bank failures throughout the world were
associated with excessive real estate lending.

Ideally, of course, bank regulators could anticipate what
geographic areas and product lines would be associ-
ated with future loan losses and would use their powers
of persuasion to prevent banks from developing heavy
exposures in lending to those areas. Given the impossi-
bility of perfectly foreseeing the future regarding the
nature and location of lending problems, however, the
prudential strategy of diversification reduces the vulner-
ability of banks to unexpected losses from lending,
wherever they may occur.

A wealth of empirical research demonstrates that diver-
sification is critically important to maintaining a strong
banking system. Firms with diversified assets and rev-
enue streams can better withstand economic shocks
during the business cycle, whereas firms limited by
geographic or product restrictions can be affected more
seriously by downturns. Diversification can enable banks
to increase their average rate of return for any given



volatility of return, or to reduce the volatility of earnings
for any average level of return, in either case reducing
their probability of failure.!

The business of banking revolves around risk manage-
ment, and banks have demonstrated they can effec-
tively manage a variety of risks. Banks already manage
complex risks, such as those associated with deriva-
tives and other off-balance sheet activities—risks that
are similar to those presented by new financial activi-
ties, such as insurance. The effect of H.R. 10, which
forces banks to remain primarily intermediaries of credit
risk, is to make them inherently more exposed to risk
than institutions with diversified sources of income. When
bank activities are restricted, risk exposures are corre-
spondingly concentrated, and the banking system as a
whole is more vulnerable to economic shocks.

Operating Subsidiaries Will Strengthen
Banks and Enhance Safety and
Soundness

Financial modernization legislation should not artificially
restrict the ability of financial services providers to
choose, consistent with safety and soundness, the most
efficient way to conduct their business. There is no a
priori governmental interest in restricting organizational
choice, and with appropriate safeguards, expanded
activities may be conducted safely and soundly in ei-
ther a bank subsidiary or a bank affiliate.

The current version of H.R. 10 mandates that banking
organizations wishing to diversify into new activities as
principal do so only through bank holding company af-
filiates—a “one-size-fits-all” approach that needlessly
denies firms the choice of expanding through a bank
subsidiary structure. This restrictive approach under-
mines, rather than enhances, safety and soundness. It
will inevitably force resources out of banks and diminish
the protections for the federal deposit insurance fund.

Consider the business decision facing a banking or-
ganization that may want to take advantage of a newly
legislated opportunity to expand into insurance or se-
curities activities. If the only organizational choice
available is the holding company affiliate, it is highly
likely that resources of the bank will be drawn down
to capitalize and fund the new activity. The bank will

1For a review of the literature, see Mote, Larry R., “The Separation
of Banking and Commerce,” Emerging Challenges for the Interna-
tional Services Industry, JAl Press, 1992, pp. 211-17, and Whalen,
Gary, Bank Organizational Form and the Risks of Expanded Ac-
tivities, Economics Working Paper 97-1, January 1997, pp. 5-12.

upstream dividends to its parent either to inject capi-
tal into the new affiliate, or to support new holding
company debt or equity issued for that purpose. The
bank itself will reap no financial benefit from the new
activity. In fact, since many of the business opportu-
nities of the new affiliate may be generated by the
day-to-day business of the bank, the bank will be de-
prived of profit opportunities that would rightfully be-
long to and be captured by it if the operating subsid-
iary format had been permitted.

By contrast, if the new activity could be positioned in a
subsidiary of the bank, any capital or funding provided
by the bank would remain as part of the bank’s consoli-
dated resources. In addition, banks would be able to
capture directly the benefits of new business opportuni-
ties that may be closely related to, or generated by,
their normal day-to-day banking activities. Income flows
resulting from such new activities would flow directly to
the bank, would not be diverted to the holding com-
pany, and would provide the bank with a diversified
source of earnings. And, as the Federal Deposit Insur-
ance Corporation (FDIC) has repeatedly testified, in the
event that a bank should itself suffer financial difficul-
ties, earnings from bank subsidiaries can compensate
for a downturn in bank profits, and, in the event of bank
failure, the existence of such subsidiaries can signifi-
cantly reduce the losses of the federal deposit insur-
ance fund.

There is also clear evidence that banking organizations
can benefit from engaging in expanded financial activi-
ties through bank subsidiaries without creating undue
safety and soundness concerns. For example, the Fed-
eral Reserve Board has long permitted U.S. banking
organizations to engage in securities activities overseas
through foreign subsidiaries. At year-end 1997, U.S.
banking organizations operated 100 direct and indirect
bank securities subsidiaries, a high proportion of which
(88 percent) were profitable, with aggregate net income
of $732.3 million.2

This comparison also highlights the discriminatory na-
ture of the structural restraints H.R. 10 imposes on U.S.

2 At year-end 1997, these 100 direct and indirect bank securities
subsidiaries had aggregate total assets of $249.5 billion. They
represented 90.9 percent of the total number of overseas securi-
ties subsidiaries and accounted for more than 98 percent of the
total assets in all foreign securities subsidiaries. The average ag-
gregate rate of return on assets for bank securities subsidiaries
over the 1987-1997 period was around 60 basis points, roughly
three times higher than the comparable figure for holding com-
pany securities subsidiaries. See Whalen, Gary, The Securities
Activities of the Foreign Subsidiaries of U.S. Banks: Evidence on
Risks and Returns, Economics Working Paper 98-2, February
1998.
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banks as compared to foreign banks. Under H.R. 10,
U.S. banks could have subsidiaries—operating abroad—
that conduct an expanded range of financial activities.
But a U.S. bank’s domestic subsidiary cannot engage
in the activities that are permissible for that bank’s for-
eign subsidiary. Also, a foreign bank may engage in
nonbanking activities in the United States, including
securities underwriting, through a direct subsidiary of
the bank. But a U.S. bank could not have a U.S. subsid-
iary that engages in the same range of activities permit-
ted for a foreign bank’'s U.S. subsidiary. Thus, U.S. law
would allow a foreign bank to use the structure it deter-
mines most efficient for the delivery of products and
services in the United States, while U.S. banks would
be restricted to a single format. This result cannot be
rationalized.

In addition, H.R. 10 uniquely discriminates against na-
tional banks relative to state banks by retaining or im-
posing burdensome statutory requirements that are not
imposed on state banks. For example, national bank
subsidiaries are flatly barred from engaging as princi-
pal in expanded financial activities; state banks are sub-
ject to no such comprehensive bar. Further, although the
bill requires that all of a national bank’s depository insti-
tution affiliates be well capitalized and well managed in
order for the national bank’s subsidiary to conduct new
agency activities, no similar requirements are imposed
on either state banks or thrifts engaged in the same
activities through subsidiaries. And national bank sub-
sidiaries, in addition to being limited to expanded finan-
cial activities conducted on an agency basis, are further
limited to conducting those new agency activities only
through a wholly owned subsidiary. Thus, national banks,
but not state banks, are deprived of the ability to use
joint ventures or consortiums of banks to engage in new
agency activities. This type of outright discrimination in
the treatment of national banks embedded in H.R. 10 is
simply impossible to justify on any principled basis.

Moreover, the approach embodied in H.R. 10, which
would force resources out of banks, is contrary to the
interests of the federal deposit insurance fund. FDIC
Chairman Donna Tanoue and former FDIC chairs have
consistently pointed out that the subsidiary format pro-
vides better protection for the deposit insurance fund.
Last September, in a joint article in the American Banker,
former chairmen Helfer, Isaac, and Seidman stated their
position clearly: “Requiring that bank-related activities
be conducted in holding company affiliates will place
insured banks in the worst possible position. They will
be exposed to the risk of the affiliates’ failure without
reaping the benefits of the affiliates’ successes.”

3 “Ex-FDIC Chiefs Unanimously Favor the Op-Sub Structure,”
American Banker, September 2, 1998.
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In her testimony before the Senate Banking Committee
last June, Chairman Tanoue stated that “the subsidiary
structure can provide superior safety and soundness
protection.” In 1997, former Chairman Helfer noted in
her testimony that, “[w]ith appropriate safeguards, hav-
ing earnings from new activities in bank subsidiaries
lowers the probability of failure and thus provides greater
protection for the insurance fund than having the earn-
ings from new activities in bank holding company affili-
ates. The reason for this is that diversification often leads
to less volatile earnings. . . . Thus, on average, allowing
a bank to put new activities in a bank subsidiary lowers
the probability of failure and provides greater protection
to the insurance funds.”

One could argue, then, that from the perspective of pru-
dent bank supervision and the interests of the deposit
insurance fund, the only format that should be used for
expanded activities is the operating subsidiary. But in-
dividual banking organizations may have particular rea-
sons, based on their business, why the use of a holding
company affiliate is more effective for them, and a pre-
scriptive approach would be inconsistent with the basic
principle | discussed earlier—that restrictions on orga-
nizational format should not be imposed except where
unavoidably needed to protect clearly defined govern-
mental interests. To forbid the operating subsidiary for-
mat, however, is not only flatly inconsistent with that
principle, but positively inimical to well-defined govern-
mental interests. The responsible approach is to allow
institutions the freedom to choose the organizational
structure that best suits their needs, subject—in either
case—to the imposition of solid financial protections for
insured banks.

Promoting Full and Fair Competition in
Insurance Markets Benefits Consumers

Financial modernization legislation should nurture in-
novation in the marketplace so that consumers have
better access to a greater variety of financial prod-
ucts and services at more competitive prices. To that
end, any new law should maximize business opportu-
nities for all market participants by eliminating archaic
or protectionist restraints on the delivery of products
and services. In the insurance area, H.R. 10 does not

4See testimony of Donna Tanoue, Chairman, FDIC, on financial
modernization before the Committee on Banking, Housing, and
Urban Affairs, U.S. Senate, June 25, 1998.

5See testimony of Ricki Helfer, Chairman, FDIC, on financial mod-
ernization before the Subcommittee on Capital Markets, Securi-
ties, and Government Sponsored Enterprises, Committee on Bank-
ing and Financial Services, U.S. House of Representatives, March
5, 1997.



achieve that result. Instead, it hobbles banks that want
to sell insurance by undercutting the Supreme Court’s
decision in the Barnett case and sanctioning discrimi-
natory state insurance sales laws.

The Barnett case applied well-recognized judicial stan-
dards of preemption to states’ efforts to curtail the “broad
permission” that national banks have to sell insurance
under the federal statute that authorizes national bank
insurance sales. H.R. 10 would replace the law and pre-
cedents as they stand today with a virtually indecipher-
able combination of:

1) not one, but several new preemption standards to
apply to different types of insurance activities;

2) “safe harbors” of unclear scope that allow the states
to impose discriminatory restrictions on bank in-
surance activities free from any preemption by fed-
eral law;

3) new definitions and redefinitions of insurance prod-
ucts that will tell if a bank can even provide an
insurance product at all;

4) a new standard for judicial review of issues that
arise under these new standards;

5) differencesin preemption standards applicable de-
pending upon when a particular state’s provision
was adopted; and

6) the astonishing prospect that in each state, banks
selling insurance could be subject to a different
combination of some or all of the insurance sales
customer protection regulations required to be pro-
mulgated by the federal banking agencies and state
provisions that, in a given state, would sometimes
co-exist with, sometimes supercede, and some-
times would be superceded by particular provi-
sions of those federal rules.

For example, the bill lists 13 “safe harbor” areas in which
the states may legislate or impose regulations or re-
strictions on banking organizations selling insurance that
would not apply to nonbank competitors, and do so free
from any federal constraints. In these 13 areas—which
include important aspects of insurance sales such as
licensing requirements, disclosures, and advertising—
any state may write rules for banks and companies af-
filiated with banks that are more onerous than those for
any other insurance provider. Those state rules may be
written (as some state rules have been) in ways that
unreasonably disadvantage banks and bank affiliates
relative to other insurance providers. Indeed, even if the
purpose of such rules were to provide a competitive
advantage to nonbank competitors—which would almost
certainly be their effect—they would still be protected.

Any state provision that fits within one of these “safe
harbors” would be immune from challenge despite such
discrimination, and even if—contrary to the Barnett stan-
dard—it prevented or significantly interfered with the
authority of national banks to sell insurance.

The OCC does not seek to be an insurance regulator
and supports the role of state insurance regulators in
the supervision of insurance activities conducted by
banks, their subsidiaries, and their affiliates. Since the
Barnett decision was handed down, the OCC has tried
to work constructively with state insurance regulators to
resolve issues where state provisions affected national
banks in a manner contrary to the principles of the Barnett
decision. In those very few cases where differences of
opinion were litigated, the courts had clear and time-
tested standards of preemption that they used to re-
solve the questions presented.

The tangle of insurance provisions in H.R. 10 is most
likely to produce new rounds of litigation in several ar-
eas, under untested new standards. These provisions
are not necessary to ensure that adequate customer
protections exist for bank insurance sales and actually
retard the development of new products and delivery
channels that could benefit customers.

Moreover, it is clear that H.R. 10 does not modernize the
ability of national banks in particular to participate in the
insurance sales market, nor does it promote parity with
their state-chartered competitors. The federal statute that
the Supreme Court reviewed in Barnett authorizes na-
tional bank insurance sales only in places with 5,000 or
fewer inhabitants. H.R. 10 leaves this restriction in place
even though it is just as outdated as the Glass-Steagall
provisions that the bill would repeal. Moreover, at least
17 states permit bank-direct insurance sales in state-
chartered banks free from any similar geographic limita-
tion.® After enactment of H.R. 10, then, national banks
will continue to be subject to an outdated constraint on
their ability to compete in insurance markets.

The insurance provisions in H.R. 10 perpetuate an ap-
proach to financial services legislation that attempts to
segment markets and retain competitive advantages for
favored groups. They retard, rather than encourage, com-
petitive and marketplace developments and thus they
fail the key test for financial modernization legislation.

6 See Conference of State Bank Supervisors, A Profile of State
Chartered Banking, (16th edition, 1996).
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Ensuring Adequate Consumer Protection
is an Essential Component of Financial
Modernization

Financial modernization legislation also must ensure that
the interests of consumers are appropriately protected
through adequate disclosure mechanisms and the de-
terrence of deceptive sales practices. The federal bank-
ing agencies have worked together to advise deposi-
tory institutions to conduct retail sales in a safe and
sound manner that protects the interests of consumers.
It is not only appropriate but essential for the govern-
ment to foster an environment in which consumers can
evaluate the relative riskiness of their financial choices
based on a fair understanding of the products and ser-
vices available to them.” But to do this, the standards
expected of banks need to be clear and workable. The
scheme of insurance customer regulations that would
be applied under H.R. 10 is neither.

Finally, it is important to note that technological advances
and the emergence of diversified financial services com-
panies have also raised significant issues regarding the
proper handling and safeguarding of customer financial
information and the protection of consumer privacy. The

"The OCC's “Guidance to national banks on insurance and annuity
sales activities,” issued on October 8, 1996, [OCC Advisory Letter
AL 96-8] (“advisory”) instructs banks to follow proper procedures
to ensure customers are able to distinguish between insurance and
deposit products. These procedures include making adequate dis-
closures that an insurance product is not FDIC insured, is not a
deposit or an obligation of the bank, and is not guaranteed by the
bank. Moreover, the OCC’s advisory emphasizes that banks need
to ensure that only qualified people are selling insurance, and that
insurance is sold in areas that are separate from traditional banking
functions, e.g., deposit taking, to the extent practicable.
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financial services industry has many years of experi-
ence in handling that information and protecting their
privacy. As banks affiliate with other financial services
providers, and share an increasing amount of confiden-
tial customer information, it is imperative that regulators
have the ability to ensure compliance with existing pri-
vacy laws that govern the handling of customer informa-
tion. It is for this reason that we urge that the bank regu-
lators’ examination authority under the Fair Credit Re-
porting Act be restored.

Conclusion

In conclusion, let me again emphasize the importance
of limiting intervention in financial markets to that which
is necessary to protect clearly defined, demonstrable
governmental interests, such as maintaining the safety
and soundness of the banking system and ensuring that
consumers are adequately protected. Our concerns over
the current version of H.R. 10 arise from the inclusion of
provisions that diminish safety and soundness and fail
to remove existing barriers to product diversification and
competition, and thus do not meet the essential require-
ments of true financial modernization.

[Attachment follows]
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1. Disparagement of the National Bank
Charter

As discussed in greater detail below, provisions
throughout H.R. 10 uniquely disadvantage national
banks. The cumulative effect of these provisions is to
undermine significantly the national bank charter, which
is held by the preponderance of the nation’s large and
internationally active banks, hundreds of regional
banks, and by more than 2,500 community banks. A
basic principle of financial modernization legislation
should be to ensure that new laws do not interfere with
the free operation of financial markets, except to the
extent necessary to protect fundamental and clearly
defined governmental interests, such as safety and
soundness and safeguarding the interests of consum-
ers. Contrary to this basic principle, including safety
and soundness, under H.R. 10, national banks would
be subject to artificial, unnecessary, and costly restric-
tions that deprive them of the benefits of increased
earnings and product diversification that the bill is in-
tended to promote.

Specific Concerns

o National banks are deprived of flexibility in struc-
turing their business operations. Under section
121, national banks are generally not permitted
to use subsidiaries to offer expanded products
as principal. Yet, foreign banks are permitted to

have direct subsidiaries in the United States that
engage in a full range of new financial activities,
including underwriting securities. Nearly 40 per-
cent of the so-called “section 20 affiliates” per-
mitted to underwrite and deal in bank impermis-
sible securities in the United States today are, in
fact, subsidiaries of foreign banks.

National bank subsidiaries offering products as an
agent are subject to burdensome statutory require-
ments that are not imposed on state banks. Sec-
tion 121 applies restrictions to national banks
conducting new agency activities through subsid-
iaries that are not applied to other depository insti-
tutions engaged in the same activities through
subsidiaries.

The Barnett case is undercut. The Supreme Court’s
decision in Barnett Bank v. Nelson is overturned
and replaced with the new preemption standards
in section 104. That decision relied on preemption
principles well recognized by the courts and found
that certain state insurance sales restrictions were
preempted for national banks. The new preemp-
tion standards in H.R. 10 will permit states to dis-
criminate against banks and their subsidiaries and
affiliates in the sales of insurance. The new, com-
plex, confusing, and untested preemption stan-
dards will generate needless litigation and represent
a step back from current law.

National banks continue to be subject to the “place
of 5,000” rule in selling insurance. No such restric-
tion is applied to state banks. In fact, many states
permit their banks to sell insurance anywhere.

OCC deference is eliminated for insurance. The
Supreme Court has consistently held that fed-
eral agencies should be given deference for rea-
sonable interpretations of the laws they
administer. This long-standing and well-estab-
lished principle is eliminated under section 306(e)
for OCC determinations relating to national bank
insurance activities. As a result, national banks
will not be able to rely on OCC decisions and
will be faced with increased business uncertainty
and litigation risks.

National banks lose the authority to conduct safe
and sound activities that are permissible today.
Banks and their subsidiaries cannot offer new in-
surance products as principal after January 1, 1997.
Offering annuities as principal is flatly prohibited.
National banks’ title insurance underwriting is se-
verely restricted. Many currently permissible se-
curities activities, such as certain asset-backed
securities transactions, are pushed out of the bank
and into an affiliate.
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o National banks are subject to increased regulatory
burdens. The bill gives the Federal Reserve Board
(rather than the OCC in the case of national banks)
the authority to determine whether a bank is well
capitalized if the bank is part of a bank holding
company engaging in the new financial activities.
The Board also has the authority under certain con-
ditions to impose other restrictions on national
banks, e.g., restrictions on transactions with non-
bank affiliates (except subsidiaries of the bank).
This subjects national banks to two different fed-
eral regulators implementing federal capital and
operational standards.

2. Subsidiaries of Banks

Section 103 permits bank holding company affiliates to
engage in a broad range of financial activities, including
securities and insurance underwriting. However, under
section 121, national bank operating subsidiaries may
engage “solely as agent” in new financial activities that
are impermissible for the parent bank to conduct di-
rectly, and even then, may do so only through wholly
owned subsidiaries. Subsidiaries of national and state
banks, as well as subsidiaries of thrifts, are expressly
prohibited from engaging in new securities underwriting
activities after September 15, 1997. Moreover, section
304 prohibits national (and state) banks and their sub-
sidiaries from producing any new insurance products
after January 1, 1997. Foreign banks are NOT subject to
these prohibitions and, under the bill, may have direct
subsidiaries in the United States that engage in securi-
ties and insurance underwriting activities, as well as all
other financial activities.

In addition, section 121 subjects transactions between
a national bank and its subsidiary engaging in the new
agency activities—but not transactions between state
banks or thrifts and their subsidiaries engaged in the
same activities—to the operational requirements in sec-
tion 23B of the Federal Reserve Act. Further, the new
agency activities may be conducted in a subsidiary of a
national bank only if all of its depository institution affili-
ates are well capitalized and well managed and satisfy
other requirements. None of these requirements or re-
strictions are imposed on state banks or thrifts engaged
in the same agency activities through subsidiaries.

Specific Concerns

To compete effectively with other financial services pro-
viders, banks cannot be hobbled by provisions that un-
necessarily restrict their options, flexibility, and efficiency.
In some cases, it may be preferable for a bank to con-
duct activities through a subsidiary and, in other in-
stances, through a holding company affiliate structure.
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Banks should be free to make these business decisions
for themselves without government mandates. Without
appropriate organizational flexibility, banks will be less
safe and less sound, offer fewer choices to customers,
and be less able to serve the financial needs of the their
communities and customers.

Safety and soundness benefits. With appropriate safe-
guards in place, the operating subsidiary structure is
more safe and more sound than the affiliate structure.

o First, income from an operating subsidiary flows
to the bank, not the holding company, and, thus,
provides a source of earnings that can serve as an
important counter-cyclical, diversified source of
funds for the bank. If banks cannot diversify their
operations through a subsidiary, assets and ac-
tivities will be siphoned from the bank to the affili-
ate, leaving the bank with a narrow base of activi-
ties and depleted assets. A “narrow bank” will be
significantly less stable and more vulnerable to
economic shocks than a fully diversified financial
institution.

L Second, if a bank needs to raise capital, it can sell
the subsidiary. If the activities are in an affiliate,
the funds from the sale of the affiliate will not flow
to the bank.

L Third, in the event of a bank failure, the FDIC would
be able to sell the subsidiary. The proceeds from
the sale would be available to the FDIC to reduce
the costs of the bank failure that are borne by the
taxpayer-backed deposit insurance fund. If the
company were a bank holding company affiliate
and not a subsidiary, the proceeds from the sale
would not be available to protect the deposit insur-
ance fund.

L Fourth, subsidiaries of U.S. banks have for decades
engaged overseas in activities, e.g., securities
underwriting and merchant banking that are imper-
missible for the parent bank. U.S. banks’ foreign
subsidiaries represent our longest experience with
securities underwriting and other expanded activi-
ties by companies under common ownership with
banks. Thus, banks have experience in conduct-
ing these activities in a safe and sound manner.

L For these reasons, current FDIC Chairman Tanoue
and recent past chairmen Helfer, Seidman, and
Isaac have unanimously taken the position that
these safety and soundness benefits make the
subsidiary structure the preferable option.

Corporate separateness. Subsidiaries are (1) sepa-
rately organized, (2) functionally regulated, (3) dis-
crete corporate entities, and (4) distinct from the



insured bank entity. These factors are common to both
bank subsidiaries and holding company subsidiaries.
Yet these factors are frequently cited as support for man-
dating the holding company subsidiary structure and pro-
hibiting the equivalent use of bank subsidiaries for U.S.
financial organizations. This argument fails to consider that
a bank subsidiary is an insulated, separate, corporate en-
tity just like a holding company affiliate.

No greater risk to the bank. The risks to the bank from
activities conducted in a subsidiary with appropriate
safeguards are no greater than if the activities are con-
ducted in an affiliate with the equivalent safeguards.
Various legislative proposals considered last year ap-
plied appropriate safeguards to bank subsidiaries.

o Under the previous legislative proposals, a bank
engaging in new financial activities through an
operating subsidiary is required to deduct its in-
vestment in the subsidiary from capital and is not
permitted to consolidate its assets with those of
the subsidiary. Further, the bank must be well capi-
talized before and after taking the capital deduc-
tion. As a result, the bank can lose its entire in-
vestment in the subsidiary and remain well capi-
talized. If the subsidiary loses money, the liabil-
ity of the bank is limited to its equity investment
in the subsidiary and its well-capitalized status
is not affected.

L As a further safeguard, transactions between the
parent bank and a financial subsidiary are treated
the same as transactions between a bank and a
bank holding company affiliate for purposes of
sections 23A and 23B of the Federal Reserve Act.
These provisions require that loans and other cov-
ered transactions between the bank and its finan-
cial subsidiary are subject to collateral
requirements and quantitative limits, and must be
made on an arm’s length basis. The parent bank’s
equity investments in the subsidiary would require
regulatory approval if the amount that was being
invested in the financial subsidiary exceeded the
amount that could have been paid in a dividend
to a bank holding company, without the approval
of the regulator. Moreover, the requirement that
the bank remain well capitalized after deducting
its equity contribution to the subsidiary provides
a significant constraint on downstream flows.

o The holding company structure does not better in-
sulate the bank from the risks of nonbanking activi-
ties as some claim. To the contrary, statistics
demonstrate that, where corporate veil piercing oc-
curs, it has more frequently occurred between com-
panies that are affiliated by common control (i.e.,
the bank and a holding company nonbank affiliate)

than between a parent and its subsidiary.? Veil
piercing depends on how the entities conduct their
operations and not on how the operations are struc-
tured within an organizational chart.

No greater subsidy transfer. It has been suggested
that only the affiliate structure effectively maintains
competitive equity and prevents banks from transfer-
ring to nonbank affiliates any funding advantages that
the banks may receive from deposit insurance, the
availability of the discount window, and access to the
payments system. But, there is no demonstrable evi-
dence to support this claim.

o After factoring in the costs of regulation and what
banks pay for the services contained in the fed-
eral safety net, it is difficult to argue that any net
subsidy actually exists. Banks bear significant
regulatory costs in return for access to the safety
net. Among other things, banks are subject to
laws and regulations that require regular exami-
nations, and control exit and entry to the banking
system, geographic and product expansion, fi-
duciary activities, the quality of internal and ex-
ternal information systems, and equal access to
credit and other financial services. National banks
also are subject to assessments, based on their
assets. Taken together, these costs eliminate any
net subsidy.

o The way banks behave is further evidence that a
net subsidy does not exist. If it existed, one would
expect banks to behave in a manner to take ad-
vantage of the subsidy. This is not the case. For
example, if banks realized a subsidy that low-
ered the cost of funds, banking organizations
would be expected to issue debt exclusively at
the bank level. Instead, we see debt issuances
by all components of the organization—banks,
bank holding companies, and nonbank affiliates.

L Moreover, if banks had a competitive advantage,
they would dominate the nonbank financial services
markets. However, in many fields, nonbank pro-
viders have a bigger market share than banks. As
of June 1997, two of the top five largest servicers
of residential mortgages were nonbanks, and two
of the top five originators of mortgages were
nonbanks.2

o For the sake of argument (and despite the evidence
to the contrary), even assuming that a net subsidy
exists, there is no evidence that a bank holding

1 Thompson, Robert, “Piercing the Corporate Veil: An Empirical
Study,” Cornell Law Review 76 (July 1991), 1036-74.

2 “Ranking the Banks, Statistical Review 1997,” American Banker.
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company affiliate structure would be any more ef-
fective in containing the subsidy than the operating
subsidiary structure, under equivalent safeguards.
It bears repeating that these safeguards include (1)
restricting the bank’s equity investment in the sub-
sidiary to the amount a bank could dividend to its
parent bank holding company (unless the regulator
permits a greater investment), (2) further limiting the
size of the subsidiary by deducting the bank’s in-
vestment in the subsidiary from the bank’s capital
and requiring the bank to remain “well capitalized”
after the deduction, and (3) imposing the same limi-
tations on transactions between the parent bank and
the subsidiary that apply to transactions between
the bank and its holding company affiliates.

o Similar safeguards and restrictions were used by
the Federal Reserve Board to justify its decision
to allow foreign banks to have U.S. subsidiaries
that engage in all aspects of securities underwrit-
ing in this country. In fact, the Board has approved
some 18 foreign bank subsidiaries to engage in a
full line of securities underwriting and dealing ac-
tivities in the United States, despite the fact that
the parent bank has, according to the Board, the
benefits of the bank’s home country’s safety net
and a subsidized cost of funds. These decisions
have allowed foreign banks to compete in the
United States through the structure those banks
find most effective, while denying similar oppor-
tunities to U.S. institutions. If the regulatory con-
straints are sufficient to wall off the flow of subsi-
dized funds to foreign bank subsidiaries, why are
they not sufficient to perform the same function
for U.S. institutions?

CRA benefits. Foreclosing the subsidiary option dimin-
ishes the benefits of the Community Reinvestment Act
(CRA).

o The operating subsidiary structure enhances the
bank’s capacity to perform CRA activities. OCC
examiners look at the assets and profitability of
operating subsidiaries, among other performance
context considerations, to ascertain a bank’s ca-
pacity for performance.

Consumer and community bank benefits. Forcing most
new financial activities to be conducted in holding com-
pany affiliates limits the competitiveness of community
banks and deprives consumers of the benefits of com-
petition in financial services and access to a full range
of financial products.

o Denying banks the opportunity to organize their
operations in the manner that is the most effective
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and efficient particularly affects community banks.
The subsidiary option may be the best option for
community banks to offer their customers a full
range of financial products in the most cost-effi-
cient manner.

o Allowing banks of all sizes to offer financial ser-
vices using the most effective and efficient struc-
ture for that organization ensures that consumers
will be able to have the benefits of competitively
priced financial products and services, as well
as access to the full range of these products and
services.

3. Bank Insurance Activities

H.R. 10 contains provisions that (1) permit states to im-
pose discriminatory requirements on banks that limit their
ability to compete in the sales of insurance products,
(2) permanently freeze the ability of banks to produce
new products if the product, or even a component of the
product, is labeled “insurance,” and (3) limit the tradi-
tional deference that the OCC would receive in conflicts
with a state insurance regulator over interpretations of
national banking law. As a result, banks cannot realize
the safety and soundness benefits from true financial
modernization by diversifying into new lines of business,
and consumers will not realize the benefits of increased
competitive pricing of insurance products and product
innovation.

A. Insurance Sales Activities/Preemption

Under section 121, well-capitalized national banks may
have a wholly owned insurance agency subsidiary that
may operate from any location in a state. But H.R. 10
does not repeal the “place of 5,000” restriction that lim-
its banks’ direct insurance sales under current law.

Section 104 establishes a complex scheme for determin-
ing the scope of permissible state regulation of insurance
sales activities by banks and their subsidiaries and affili-
ates. The provision overturns the U.S. Supreme Court’s
decision in Barnett Bank v. Nelsor® and permits state regu-
lators to impose rules that discriminate against banks and
impose significant, anticompetitive, and in many cases
virtually incomprehensible sets of restrictions on banks’
ability to sell insurance. Under these new preemption stan-
dards, banks will have less protection from state discrimi-
natory insurance sales restrictions than they do today.

3 Barnett Bank v. Nelson, 116 S. Ct. 1103 (1996).



Section 104 creates 13 safe harbors under which states
may freely regulate bank sales of insurance without any
limitations. The current version of H.R. 10 expands the
safe harbors and the potential for increased litigation for
banks.* It also includes any state law that is substan-
tially the same as, but no more burdensome or restric-
tive than, any of the 13 safe harbors that are expressly
listed within the safe harbor protections.

Section 104 sets out a general rule that no state may—
“in accordance with” the preemption standards set forth
in Barnett—"prevent or significantly interfere” with the
ability of a bank to engage in insurance sales or cross-
marketing activities. In addition, for state laws that do
not fall within the safe harbors, section 104 differenti-
ates between state laws enacted before or after Sep-
tember 3, 1998. For state laws enacted prior to Septem-
ber 3, 1998, the prohibition on a court giving traditional
deference to the OCC's interpretation (described below)
will not apply and the so-called nondiscrimination stan-
dards will not apply.

Specific Concerns

o Barnett is overturned. While H.R. 10 says that it
codifies Barnett, its operative terms do not. The
Barnett Court uses the words “prevent or signifi-
cantly interfere” and cites with approval various
cases holding that state law is preempted if, for
example, it encumbers, impairs the efficiency of,
or hampers national bank functions. Thus, H.R. 10
would narrow the judicially developed, well-recog-
nized, and time-tested standards, making it easier
for states to pass laws that impinge on national
bank insurance sales authority.

o “Safe harbors” allow states to discriminate against
banks. The “safe harbors” give states the right to
impose 13 types of restrictions on bank insurance

4 Two other provisions included in this version of H.R. 10 in section
104 add to the issues that may prove troublesome to national banks.
First, state antitrust laws and corporate laws of “general applicabil-
ity” are exempt from the general rule that states cannot “prevent or
restrict” a bank or its subsidiaries or affiliates from affiliating with any
person as authorized by H.R. 10. The state laws that are protected
from preemption under this provision may, however, have a dispar-
ate impact on banks and interfere with their ability to exercise feder-
ally authorized powers. National banks have previously experienced
problems with these types of laws. Second, an exception is made to
another general rule that state laws cannot “prevent or restrict” the
activities (other than insurance sales and cross-marketing activi-
ties, which are subject to a different preemption standard) autho-
rized by H.R. 10. This broad exception covers “state regulation of
financial activities other than insurance.” This provision is confusing
and we cannot determine how it will work, why it is necessary, or
what state laws will be covered.

sales, all of which permit discriminatory treatment
of insured depository institutions. States also may
add other restrictions that are substantially the
same as the safe harbors.

B. Insurance Underwriting

Section 304 prohibits banks and their subsidiaries from
underwriting new “insurance” products, unless the OCC
had approved the product (except for annuities which
are prohibited and title insurance which is restricted) as
of January 1, 1997, or a national bank was actually offer-
ing the product as of that date. Insurance is broadly
defined as (1) any product regulated as insurance as of
January 1, 1997, (2) any product first offered after Janu-
ary 1, 1997, which a state insurance regulator determines
shall be regulated as insurance and is not on a list in the
bill of banking products, or (3) an annuity. Section 305
contains restrictions on title insurance underwriting by
banks and their subsidiaries.

Specific Concerns

o Anti-competitive requirements. Section 304 may
prohibit banks from offering new banking products
that are authorized by the national bank charter.
Any new banking product will be called into ques-
tion if the regulator in the state where the product
is provided labels it “insurance.” Product innova-
tion will be stifled. It is important to note that the
consequence of a product being labeled “insur-
ance” under this scheme is not that the product
will be regulated as insurance, but that banks will
be barred from providing it.

o Undermines the national bank charter. National banks
will be exposed to the determinations of 50 differ-
ent state insurance regulators. This means that a
national bank may not be able to offer a product in
one state that it is free to offer in another.

C. Deference

In a conflict with a state regulator over whether a prod-
uct is insurance or banking (the answer to which deter-
mines whether a bank may produce a product after
January 1, 1997 and not merely whether the product
will be regulated as “insurance”) or whether a state stat-
ute is properly treated as preempted, section 306(e)
provides that the OCC will not receive the traditional
deference accorded to federal agencies when interpret-
ing the statutes they administer.

Specific Concerns

o Traditional judicial doctrine overturned. All fed-
eral government agencies—including some of the
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more obscure agencies—are accorded deference
on interpreting statutes they are charged with
administering.® Although the 1984 U.S. Supreme
Court decision in the Chevron case® represents
the newest restatement of judicial deference doc-
trine, the Supreme Court has been giving weight
to the construction of federal statutes by execu-
tive branch officials since as early as 1809.” How-
ever, in an unprecedented step, section 306(e)
prohibits a court from giving the OCC deference
even when the OCC is interpreting the National
Bank Act, or even when the OCC is opining on
whether a state law or rule interferes with the abil-
ity of a national bank to sell insurance. This re-
sult singles out national bank insurance activi-
ties and uniquely excludes OCC decisions in
these areas from the long-standing doctrine of
judicial deference.

o Anti-competitive consequences. The result of this
provision is to limit competition in insurance mar-
kets. This provision will have a chilling effect on
bank business decisions to offer new products.
The bank will no longer be able to rely on the OCC'’s
decisions that have not been tested in the courts if
a product may be deemed “insurance” by a state
regulator.

D. Other Issues

Section 301 restates that the McCarran—-Ferguson Act is
the law of the land. Sections 301 and 302 require all
persons providing insurance in a state to be licensed in
accordance with state law and all insurance sales activi-
ties to be functionally regulated by the state subject to
the preemption standards in section 104 (discussed
above).

Specific Concerns

o Confusing and conflicting standards. It is not clear
what these provisions mean, why they are neces-
sary, or how they will be interpreted and applied

5 We have found federal cases, for example, that accorded def-
erence to the Korean War Veterans Memorial Advisory Board, the
Legal Services Corporation (which is a federally chartered corpo-
ration not subject to the full measure of the Administrative Proce-
dures Act), the Pacific Northwest Electric Power & Conservation
Planning Council, the Railroad Retirement Board, and the American
Battle Monuments Commission.

8 Chevron v. Natural Resources Defense Council, 467 U.S. 837
(1984).

7 See United States v. Vowell, 9 U.S. (5 Cranch) 368, 371-72
(1809).
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by a court. Retaining these ambiguous provisions
in the legislation will only serve to expose banks
to additional litigation risk.

4. Bank Securities Activities

Section 181 authorizes well-capitalized national banks
and their subsidiaries to underwrite and deal in munici-
pal revenue bonds. In other respects, H.R. 10 limits the
ability of banks to engage in many currently permis-
sible activities. Sections 201 and 202 repeal the broker-
dealer exemptions for banks under federal securities
law, replacing them with a list of certain activities (inter-
preted and administered by the Securities and Exchange
Commission (SEC)) in which a bank may engage with-
out being required to register as a broker-dealer. These
provisions have a “push-out” effect forcing banks to use
separate legal entities to engage in many securities ac-
tivities that banks provide today in a safe and sound
manner. Under section 206, the SEC has the authority to
impose registration requirements on banks that effect
transactions in or buy and sell new banking products
that are determined by the SEC to be “securities” after
consultation with the Federal Reserve Board—but with
no other banking agencies. In addition, section 121 con-
tains amendments to current law to prevent subsidiar-
ies of banks and thrifts from engaging in new securities
underwriting activities after September 15, 1997.

Specific Concerns

- Current safe and sound activities will be forced out
of the bank. The various financial modernization
legislation proposals under consideration contain
provisions that will force banks to use separate
legal entities in order to engage in many securities
activities that banks currently provide. This is true
because, as a practical matter, banks cannot reg-
ister as broker-dealers due to the SEC net capital
rules designed for securities firms rather than
banks.

The proposals require banks to “push out” securi-
ties activities into separate securities companies,
unless the banks only engage in currently permis-
sible brokerage through a qualified networking ar-
rangement with SEC registered brokers or dealers
under conditions enforced by the SEC. Banks that
sell, as agent, mutual funds or other securities (other
than U.S. and municipal securities) must move the
activity to separate SEC-regulated legal entities,
either bank subsidiaries or holding company affili-
ates. In addition, section 201 inserts back into the
bill similar provisions that were struck by the Sen-
ate Banking Committee preventing a bank from
engaging in private placements of securities if it is



affiliated with a securities firm. Other current
activities will be subject to limitations. The activi-
ties affected include: loan sales or participations if
the loans were not “made by a bank,” variable an-
nuity sales, securitization of assets if “predomi-
nantly originated by the bank or its affiliate,” and
401(k) and other securities purchase plans if the
bank is not the transfer agent for the securities
offered by the plan.

o Community banks will be particularly disadvan-
taged. The expanded securities powers under
H.R. 10 (except underwriting municipal revenue
bonds) are available only to holding company
affiliates. Requiring this structure will impose op-
erating burdens and relatively larger costs on
smaller banks that do not have a holding com-
pany structure in place. Effectively, many com-
munity banks will not be able to take advantage
of the new authority or will be uncompetitive due
to the relatively higher cost of the holding com-
pany affiliate structure.

5. Bank Supervision

H.R. 10 contains several provisions that give the Fed-
eral Reserve Board confusing, overlapping authority over
depository institutions that are regulated by other fed-
eral banking agencies. For example, as a requirement
to engage in the new financial activities, section 103
requires all subsidiary depository institutions of a finan-
cial holding company to be well capitalized. If the Fed-
eral Reserve Board determines that a financial holding
company has a subsidiary depository institution that is
not well capitalized, or well managed, the company must
execute an agreement with the Board to correct the de-
ficiency. Until the conditions are corrected, the Board
may impose limitations on the activities of the company
or any affiliate, including a depository institution. Sec-
tion 114 gives the Board additional authority to impose
restrictions and requirements on relationships or trans-
actions between a depository institution subsidiary of a
bank holding company and any affiliate of the deposi-
tory institution (other than a subsidiary of the institu-
tion). The Board may impose these restrictions if it de-
termines, among other things, that the restrictions are
necessary to avoid significant safety and soundness
risk to the depository institution or the federal deposit
insurance fund.

Specific Concerns

These provisions will subject depository institution sub-
sidiaries of bank holding companies to unprecedented,
new regulatory burdens and overlapping, potentially
conflicting, regulatory requirements.

6. Consumer Protections

Section 307 requires the federal banking agencies to
prescribe joint consumer protection regulations that
would apply to retail sales and advertising of any insur-
ance product by an insured depository institution, whole-
sale financial institution (WFI), subsidiaries thereof (as
deemed necessary), and employees/agents thereof.

The regulations must include, for example, (i) a prohibi-
tion on misrepresentation (e.g., “any practice” that
“could mislead any person or otherwise cause a reason-
able person” to conclude erroneously that the product is
insured); (ii) a prohibition on coercion (e.g., “any prac-
tice that would lead a consumer to believe” that credit is
conditional upon the purchase of a particular insurance
product); (iii) disclosure requirements to inform the con-
sumer that the product is not insured and is subject to
anti-coercion rules; (iv) requirements that insurance trans-
action activities be physically separated (“to the extent
practicable”) from areas where retail deposits are rou-
tinely accepted; (v) restrictions on referral compensa-
tion; (vi) requirements that insurance sales agents/em-
ployees be appropriately qualified and licensed; (vii)
procedures to receive complaints by consumers alleg-
ing violations of these provisions; and (viii) a prohibition
on discrimination (except as expressly permitted under
state law) against victims of domestic violence. We gen-
erally support these types of consumer protection re-
quirements, many of which are substantially similar to
protections found in the OCC’s October 8, 1996 guid-
ance [OCC Advisory Letter AL 96-8, “Guidance to na-
tional banks on insurance and annuity sales activities”].

Specific Concerns

This section also establishes a new preemption scheme
prohibiting an “inconsistent” or “contrary” state provi-
sion from being preempted by the federal regulations
unless the federal banking agencies jointly make cer-
tain determinations. This provision is extraordinarily con-
voluted and presents the astonishing prospect that in
each state, banks selling insurance would be subject to
a different combination of provisions of the federal rules,
state provisions that co-exist with the federal rules, state
provisions that supersede the federal rules, and state
provisions that are superseded by the federal rules. The
mix of these provisions could be different in each state
in which a bank sells insurance.

7. Community Reinvestment Act

Under this version of H.R. 10, for a bank holding com-
pany to engage in new financial activities, all of its sub-
sidiary depository institutions must have a satisfactory
CRA rating at the time the holding company applies to
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become a “financial holding company.” A similar require-
ment is made applicable to national banks seeking to
engage in financial activities through a subsidiary. Sec-
tion 136 of the bill applies CRA to national and state
bank WFls.

Specific Concerns

The Community Reinvestment Act has achieved positive
results, and has led to significant financing for affordable
housing, economic revitalization for communities, and
increased profitable lending opportunities for banks. As
a result, the OCC supports the approach taken in the
House-passed version of H.R. 10, which would apply a
satisfactory CRA requirement on an on-going basis.

8. Privacy of Bank Customers

The consumer financial privacy provisions in H.R. 10
are included in the following sections:

(1) section 114 permits the Board to impose restric-
tions or requirements on relationships or trans-
actions between a depository institution and any
affiliate (except a subsidiary of the depository
institution) if it enhances the privacy of custom-
ers of depository institutions, is found to be in
the public interest, and is consistent with vari-
ous federal laws:;

(2) section 104 (addressing federal preemption stan-
dards) permits states to adopt laws to prohibit the
release of certain customer insurance information
for the purpose of soliciting or selling insurance (or
health information for any purpose) without the
customer’s express consent; and

(3) section 109 provides that the ongoing, multi-stage
Federal Trade Commission study on consumer pri-
vacy issues will be submitted to Congress at the
conclusion of each stage, together with recommen-
dations for legislative action.

Specific Concerns

Technological advances and the emergence of diver-
sified financial services companies—which would in-
tensify upon the enactment of H.R. 10—creates a
parallel responsibility for policymakers to ensure that
customers’ private financial information is properly
handled and appropriately safeguarded.
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- FCRA should be amended to restore the federal
bank regulators’ examination authority. Recent
amendments to the Fair Credit Reporting Act
(FCRA) allow persons related by “common owner-
ship or affiliated by corporate control” to share
and use any customer information they possess
(in addition to experience information, which can
be freely shared) subject to certain requirements.
This information may be shared within the corpo-
rate family only if clear and conspicuous disclo-
sures are made to consumers that the informa-
tion may be shared under FCRA and consumers
are given the opportunity to “opt-out” of any infor-
mation sharing.

The same recent amendments to FCRA also re-
strict the federal banking agencies’ authority to ex-
amine for compliance with FCRA, including the
information sharing and opt-out provisions. A fed-
eral banking agency may only examine an institu-
tion for FCRA compliance if the agency has
information—following an investigation of a com-
plaint or otherwise—that an institution has violated
FCRA. Absent these circumstances, a banki